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TESTIMONY OF
DOUGLAS DUNCAN MEREDITH

ON BEHALF OF
THE ARIZONA LOCAL EXCHANGE

CARRIERS ASSOCIATION

1 I

2 Q:

3

4

5

6

7

8

INTRODUCTION

PLEASE STATE YOUR FULL NAME, PLACE OF EMPLOYMENT AND

POSITION.

My full name is Douglas Duncan Meredith. I am employed by John Staurulakis, Inc.

("JSI") as Director Economics and Policy. JSI is a telecommunications consulting firm

headquartered in Greenbelt, Maryland. My office is located at 547 Oakview Lane,

Bountiful, Utah 84010. JSI has provided telecommunications consulting services ro rural

local exchange carriers since 1963 .

9

10

11

12

PLEASE DESCRIBE YOUR PROFESSIONAL EXPERIENCE AND

EDUCATIONAL BACKGROUND.

As the Director of Economics and Policy at JSI, I assist clients with the development of

policy pertaining to economics, pricing and regulatory affairs. i have been employed by
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2

3

JSI since 1995. Prior to my work at JSI, I was an independent research economist in the

District of Columbia and a graduate student at the University of Maryland .-. College

Park.

4

5

6

7

8

9

10

In my employment at JSI, I have participated in numerous proceedings for rural and non-

rural telephone companies. These activities include, but are not limited to: the creation of

forward-looking economic cost studies, the development of policy related to the

application of federal safeguards for rural local exchange carriers, the determination of

Eligible Telecommunications Carriers pursuant to the Communications Act of 1934, as

amended ("Act"), and the sustainability and application of universal service policy for

telecommunications carriers.

13

14

15

16

17

In addition to assisting telecommunications carrier clients, I have served as the economic

advisor for the Telecommunications Regulatory Board of Puerto Rico since 1997. In this

capacity, I provide economic and policy advice to the Board Commissioners on all

telecommunications issues that have either a financial or economic impact. I have

participated in numerous Arbitration panels established by the Board to arbitrate

interconnection issues under Section 252(b) of the Telecommunications Act of 1996 (the

&fAct").

18

19

20

21

22

I am participating or have participated in numerous national incumbent local exchange

carrier and telecommunications groups, including those headed by NTCA, OPASTCO,

USTA, and the Rural Policy Research Institute. My participation in these groups focuses

on the development of policy recommendations for advancing universal service and

telecommunications capabilities in rural communities and other policy matters.

23

24

I have testified or filed pre-filed regulatory testimony in various states including Indiana,

New Hampshire, Vermont, Maine, New York, Michigan, Wisconsin, North Dakota,
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2

3

4

5

6

South Dakota, South Carolina, Texas, Kentucky, Utah, Florida, and Tennessee. I have

also participated in regulatory proceedings in many other states that did not require

formal testimony, including Florida, Washington, Louisiana, Mississippi, North Carolina,

Puerto Rico and Virginia. in addition to participation in state regulatory proceedings, I

have participated in federal regulatory proceedings through tiling of fontal comments in

various proceedings and submission of economic reports in an enforcement proceeding.

7

8

9

10

I have a Bachelor of Arts degree in economics from the University of Utah, and a

Masters degree in economics from the University of Maryland - College Park. While

attending the University of Maryland - College Park, I was also a Ph.D. candidate in

Economics. This means that I completed all coursework, comprehensive and field

examinations for a Doctorate of Economics without completing my dissertation.

/91

aj

Q: ON WHOSE BEHALF ARE YOU TESTIFYING?12

13

14

A: I am testifying on behalf of the Arizona Local Exchange Carrier Association

("ALECA").

Q: WHAT IS THE PURPOSE OF YOUR TESTIMONY?15

16

17

18

19

20

21

22

23

24

25

A: My purpose in providing this testimony to the Arizona Corporation Commission

("Commission") is to propose three revisions to the AUSF program. First, I explain

ALECA's proposed revision to Arizona's current intrastate switched access service

regime under which ALECA members provide service. Specifically, I review reform

efforts of interstate switched access in recent past and compare interstate reform with the

current intrastate switched access rate experience in Arizona. I explain the motivation for

ALECA's position in this proceeding and outline a proposal for intrastate access reform

for ALECA's members regulated by the Commission. Second, I introduce a proposed

rule that would establish a new mechanism that provides support for carrier's high cost

loop in concert with the Federal High Cost Loop Support mechanism. Lastly, I also
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2

provide a proposed rule related to the administration of lifeline and linkup that also would

be in the public interest.

FEDERAL INTERSTATE ACCESS REFORM3

4

5

6

7

8

9

10

WHY IS SWITCHED ACCESS SERVICE REFORM SO IMPORTANT FOR

RURAL LOCAL EXCHANGE CARRIERS, INCLUDING ALECA MEMBERS?

Switched exchange access service is provided by local exchange carriers and enables

end-user customers to send and/or receive long distance calls from the long distance

provider of their choice. (Long distance providers are also known as interexchange

carriers or "IXCs" on the wholesale side of the business transaction.) Per minute-of-use

rates charged for intrastate switched exchange access service provide revenue to the local

exchange carrier, which is essential to keep basic local exchange rates affordable in rural

Arizona.

Q:13

14

15

16

17

18

19

A:

YOU SPECIFICALLY MENTION INTRASTATE SWITCHED EXCHANGE

ACCESS SERVICE. IS THERE A CORRESPONDING INTERSTATE

EXCHANGE ACCESS SERVICE PROVIDED BY ALECA MEMBERS?

Yes. Because ofjurisdictional separations mandated by the Federal Communications

Commission ("FCC"), interstate switched exchange access service is governed by the

FCC, while this Commission regulates intrastate switched exchange access service for

ALECA members under its jurisdiction. .

Q: HAS THE FCC IMPLEMENTED INTERSTATE SWITCHED EXCHANGE

ACCESS REFORM IN THE RECENT PAST?

20

21

22 A: Yes.

23

24

Q:

II

Q:

HOW HAS THE FCC REFORMED INTERSTATE SWITCHED EXCHANGE

ACCESS SERVICE FOR ALECA MEMBERS?
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2

3

4

5

6

7

8

9

10

A: Briefly, the FCC has implemented various reforms affecting interstate switched access

service. Most notable is the reform implemented earlier this decade, where per minute-

of-use interstate switched exchange access service rates were reduced.l These rates were

reduced in an attempt to reduce or eliminate implicit support embedded in the various

rates-support that provided essential revenues to rate-of-retum local exchange carriers.

These revenues were used to promote the widespread availability of basic local exchange

services in remote areas of the nation. Alter these reforms, the interstate revenues

formerly received through interstate switched exchange access service were transferred

either to an explicit federal universal service program or to increase the federal end-user

common line charge. Thus, rural carriers were able to receive the same level of revenues

they would have received before these reforms.

12 Q: DID THE FCC ALSO REFORM INTERSTATE SWITCHED EXCHANGE

ACCESS RATES FOR PRICE-CAP LOCAL EXCHANGE CARRIERS LIKE

QWEST?

13

14

15

16

A: Yes. Similar reforms also occurred for price-cap carriers, including rural LECs. These

reforms were ordered under the adoption of the "CALLS" plan.2

17

18

19

III

Q:

THE NEED FOR INTRASTATE SWITCHED ACCESS REFORM IN ARIZONA

WHAT IS THE DIFFERENCE BETWEEN COMPOSITE INTERSTATE AND

INTRASTATE SWITCHED EXCHANGE ACCESS RATES?

1 See Multi-Association Group (MAG) Plan for Regulation of Interstate Services of Non-Price Cap Incumbent Local
Exchange Carriers and Interexchange Carriers, Federal-State Joint Board on Universal Service, Access Charge
Reform for Incumbent Local Exchange Carriers Subject to Rate-of-Retum Regulation, Prescribing the Authorized
Rate of Return for Interstate Services of Local Exchange Carriers, Second Report and Order and Further Notice of
Proposed Rulemaking in CC Docket No. 00-256, Fifteenth Report and Order in CC Docket No. 96-45, and Report
and Order in CC Docket Nos. 98-77 and 98-166, 16 FCC Rcd 19613 (2001).
2 See Access Charge Reform, CC Docket Nos. 96-262, 94-1, 99-249, 96-45, Sixth Report and Order in CC Docket
Nos. 96-262 and 94-1,Reportand Order in CC Docket No. 99-249, Eleventh Report and Order in CC Docket No.

96-45, 15 FCC Rcd 12962 (2000) (CALLS Plan)
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1

2

3

4

A: The ALECA members reported earlier this year that there difference between their

interstate and intrastate composite switched exchange access rates is approximately nine

cents per minute-of-use. This difference is an average, for some ALECA members the

difference is much greater than nine cents.

Q-5

6

7

8

9

10

13

14

15

A:

WHAT PROBLEMS ARISE WHEN THERE IS SUCH A DIFFERENCE

BETWEEN INTERSTATE AND INTRASTATE PER MINUTE-OF-USE

COMPOSITE RATES?

Experience has shown that when there is a large difference in rates for a similar service,

there is a strong financial incentive for purchasers of switched exchange access services,

notably the IXCs, to rate intrastate calls as interstate-thereby paying a lower rate for the

same network function, i.e., the origination or termination of an interexchange call. This

activity is a type of price arbitrage that reduces the legitimate revenues a local exchange

carrier should receive. Therefore, the current intrastate access regime appears to be

contrary to the Commission's policy to preserve and promote the widespread

affordability of basic local exchange services throughout rural Arizona.

Q: IS INTRASTATE SWITCHED EXCHANGE ACCESS SERVICE REFORM IN

THE PUBLIC INTEREST?

16

17

18

19

20

21

22

23

A: Yes. My experience and observation in other states shows that intrastate access reform is

in the public interest and promotes the widespread affordability of basic local exchange

services. If switched access rates can be reduced-with a corresponding increase in

disbursement from a state-based high cost universal service fund-the arbitrage incentive

will be eliminated or reduced and rural carriers will be able to promote the widespread

affordability of basic local exchange services.

24 IV THE ALECA ACCESS REFORM PROPOSAL
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1

2

3

4

5

6

7

8

A:

Q: WHAT IS ALECA'S PROPOSAL FOR INTRASTATE SWITCHED EXCHANGE

ACCESS SERVICE REFORM.

ALECA'S proposal is quite simple and is similar to the essential component of what was

done in the interstate regime. The Commission should reduce each carrier's composite

intrastate switched exchange access rate, calculate the total revenue reduction associated

with this loss and compensate the carrier by funds provided from an explicit high-cost

universal service program. This would shift revenues received from intrastate exchange

access to high-cost universal service support. Its design is revenue neutral.

Q: WHAT RATE DOES ALECA PROPOSE TO USE FOR THE INTRASTATE9

10

13

14

15

16

17

18

19

20

21

A:

SWITCHED EXCHANGE ACCESS COMPSITE RATE?

ALECA proposes to use the Qwest statewide intrastate composite rate of $0.0220 per

minute-of-use.3 While this rate is higher than the estimated ALECA interstate composite

rate (reported to be 1.66 cents per minute-of-use), using the Qwest statewide intrastate

composite rate is an appropriate step in reforming Arizona's intrastate switched access

regime. By reducing each ALECA member composite rate to the Qwest composite rate,

the Commission would promote equity between urban/suburban and rural areas of the

state. Furthermore, since the Qwest composite rate is publically available, it provides a

simple and straightforward target rate for switched access reform. Lastly, using the

Qwest composite rate instead of the ALECA members' composite interstate rates will

lessen the burden of the Arizona high-cost universal service fund and corresponding

surcharge that may be applied to end-user bills.

22

23

24

Q: SHOULD THE c0mm1ss10n REQUIRE A RATE CASE FOR EACH ALECA

MEMBER TO OFFSET REVENUES LOST AS A RESULT OF LOWERING THE

INTRASTATE SWITCHED EXCHANGE ACCESS COMPOSITE RATE?

3 Qwest Corporation's Responses to ALECA's Set One, Data Request 1.1. Qwest has lowered its intrastate per

minute-of-use access rates four times over the past eight years.
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l A: No. Requiring each ALECA member to file a rate case to initialize a revenue-neutral

2 shift of access revenues would result in a very costly, long and protracted review

3 involving each of the ALECA members and would not be a wise use of the

4 Commission's resources. The Commission should instead order a revenue-neutral shift

5

6

7

8

of revenues from intrastate switched access to the Arizona high-cost universal service

fund using 2009 as the base year. The Commission should also adopt ALECA's position

that these high-cost fund disbursements will be frozen for at least three years-thereatter

it may make adjustments to these disbursements as it deems necessary.

9 Q: SHOULD THE COMMISSION ESTABLISH A LOCAL RATE BENCHMARK AS

10 PART OF INTRASTATE ACCESS REFORM?

A:

12

13

14

No. Establishing a revenue benchmark is not necessary to begin intrastate switched

exchange access reform in Arizona. A revenue-neutral shift of revenues from intrastate

access to a high-cost universal service fund provides for expedited reform, without

adding complications related to establishing a benchmark.

15 V ESTIMATED AUSF HIGH-COST NEEDED FOR ACCESS REFORM

16 PROPOSAL

17 Q: WHAT IS THE AMOUNT OF ANNUAL HIGH-COST DISBURSEMENT

18 NEEEDED TO IMPLEMENT THE ALECA PROPOSAL?

19 A:

20

21

Based on 2008 data I received from each ALECA member, I have computed the

composite average revenue per minute-of-use for each member.4 By subtracting the

Qwest composite intrastate access rate from each rate and multiplying this difference

4 Using 2009 as a base year, the ALECA members can produce their intrastate switched access revenues and
corresponding minutes-of-use to the Commission. These data can beused to develop a member specific composite
intrastate switched access rate. The difference between this 2009 composite and the Qwest composite multiplied by

the corresponding ALECA member's minutes-of-use can be used to determine the annual disbursement needed from
a high-cost fund. ALECA members would file tariffs for specific rate elements that achieve the Qwest composite
rate based on individualized experiences, e.g., transport facilities will be unique to each ALECA member due to

mileage considerations.
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1

2

with the total intrastate access minutes for each member, the aggregate annual amount of

AUSF support needed is approximately $23 million.

3

4

5

6

7

8

9

10

Q:

A:

HOW CAN THE COMMISSION CONFIRM AND FINALIZE THIS ESTIMATE?

After establishing the AUSF high-cost program, the ALECA members will provide the

Commission with the data necessary to calculate the base year composite average

intrastate access revenue per minute-of-use for each ALECA member. Thereafter, the

Commission would be able to verify a member's revenue-neutral disbursement and order

that the disbursement be distributed monthly, alter the member files revisions to its

intrastate switched access tariff and shows how its base-year activity with revised rates

produces a composite intrastate access rate equal to $0.022 per minute-of-use.

Q:

13

14

15

16

17

18

A:

HOW SHOULD AUSF HIGH-COST SUPPGRT BE COLLECTED?

The Commission should adopt a revenue-based surcharge on intrastate retail

communications billed revenues of all communications carriers, including LECS, IXCs,

wireless carriers, and interconnected VoIP service providers. Recipients ofAUSF High-

Cost support should be reimbursed for their contributions by adding their contribution

amount to their disbursement amount. This will ensure that net support received through

disbursements is equal to the amount of intrastate revenue shitted from the intrastate

switched exchange access regime to the AUSF High-Cost program.

ARIZONA HIGH-COST LOOP SUPPORT19

20

21

22

23

24

25

VI

Q:

A:

SHOULD THE AUSF BE USED TO PROVIDE HIGH-COST LOOP SUPPORT?

Yes. I recommend a portion of the AUSF support be based on the cost model used to

calculate Federal High-Cost Loop Support (HCLS). The federal HCLS uses an algorithm

that calculates a company's Study Area Cost Per Loop (SACPL) based on the actual

investment, expenses, and loops of the company. The SACPL is then compared to the

national average cost per loop (NACPL) and the ILEC receives federal support for a
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I

2

3

portion costs exceeding I 15 percent of the NACPL. The information from the federal

HCLS algorithm is readily available and can be used to develop a state mechanism that

complements the federal HCLS mechanism.

4 Q: WHAT MECHANISM DO YOU PROPOSE FOR THE ARIZONA HIGH-COST

LOOP SUPPORT?

A:

I n=

5

6

7

8

9

10

12

13

14

15

16

ALECA proposes the Commission adopt rules establishing support for loop costs that

exceed the current federally determined qualification thresholds. Carriers are presently

eligible for federal HCLS when SACPL loop costs exceed l 15 percent of the NACPL.

Costs in excess of l 15 percent, but less than 150 percent, are eligible for 65 percent

federal recovery. Costs in excess of 150 percent are eligible for 75 percent federal

recovery. The ALECA proposal would complement this federal support by providing

support for the remaining portion of eligible high loop costs. Specifically, for carriers

who receive 65 percent federal cost recovery, the State would provide a 35 percent cost

recovery. For carriers who receive 75 percent federal recovery of loop costs in excess of

the NACPL, the state would provide support of 25 percent for any loop costs in excess of

150 percent.

17

18

19

20

21

22

23

24

25

This state support would be in addition to a revenue-neutral draw from the AUSF to

offset intra-state access reductions. ALECA's members serve rural and remote areas of

Arizona. Low customer density makes ALECA's members and their customers

dependent on high-cost support mechanisms. There are three revenue streams available

to the rural ILE Cs: local service revenues, access revenues, and universal service support.

ALECA's members do not have a large enough customer base to recover a sufficient

amount of revenue to cover the cost of providing local service. Local service revenues

and access revenues, which have been designed to keep local service rates affordable,

would be used to recover loop costs that do not exceed the l 15 percent NACPL
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1

2

3

4

threshold. All loop costs above this threshold would be recovered through either the

existing federal HCLS mechanism or through the new state high-cost loop mechanism.

ALECA proposes a high-cost loop mechanism that allows using the federal calculation in

Arizona.

5

6

7

8

9

10

13

14

15

16

Q: HAVE YOU ESTIMATED THE AMOUNT OF ARIZONA HIGH-COST LOOP

SUPPORT THAT WOULD BE NEEDED FOR THIS NEW PROGRAM?

Yes. I have used 2007 federal HCL disbursements and for estimation purposes, I have

assumed that federal support has been received under the 65 percent cost recovery

mechanism. Based on this information, the remaining 35 percent required under the

Arizona high cost loop mechanism would be approximately $9 million. Upon adoption

of the rules, the ALECA members will provide specific amounts to the Commission that

would provide an exact amount that the Arizona high cost loop mechanism would

provide. The $9 million estimate is higher than what would be needed to the extent that

some carriers have costs in excess of the 150 percent federal threshold and have federal

recovery at 75 percent. For every dollar recovered from the federal HCL at 75 percent

instead of 65 percent, the requirements of the Arizona fund would decline.

17

18

19

20

21

22

23

24

VII

Q:

A:

LIFELINE AND LINK-UP

SHOULD THE AUSF BE USED FOR ANY OTHER PURPOSES?

Yes. I recommend that the Commission adopt the proposals contained in the Report and

Recommendations of the Eligible Telecommunications Carriers (ETCs) on Lifeline and

Link-Up Issues, docketed December 21, 2005. In this report, the ETCs recommended

that the Department of Economic Security (DES) centrally administer the Lifeline and

Link-Up programs of all of Arizona's ETCs and that the DES be reimbursed for the

administrative costs incurred from the AUSF. Centralized administration enables
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1

2

automatic enrollment, and as the ETCs recognized, automatic enrollment is a very

effective, if not the most effective, Tomi of outreach.

3

4 HAVE YOU ATTACHED THE PROPOSED RULES TO YOUR TESTIMONY?

5

6

7

8

9

10

VIII PROPOSED AUSF RULES

Q:

A: Yes. I have included ALECA'a proposed rules, which would implement the

recommendations that I have just discussed. Exhibit DDM-01 is a clean version of the

AUSF rule proposed by ALECA, which incorporates the proposed access reforms.

Exhibit DDM-02 is a redline version of the proposed AUSF rule, which shows changes

from the existing rules. Finally, Exhibit DDM-03 contains a proposed AUSF rule for the

lifeline and linkup provisions discussed aboveand referenced in the 2005 ETC report.

SUMMARY

IS THE ADOPTION OF THE ALECA PROPOSALS IN THE PUBLIC

13

14

15

16

17

18

19

20

21

A:

22

23

24

INTEREST?

Yes. The reform of intrastate switched access service rates as described will help align

the wholesale industry to promote the public interest in the retail offerings of multiple

carrier groups. Long distance providers, as well as wireless providers who pay for access

services, will see reductions in their costs. Since these markets are generally very

competitive, their end-user customers will likely see reductions in service prices when

switched access sen/ice is used as an input. Moreover, billing disputes at the wholesale

level will likely be reduced as there will be less incentive to engage in price arbitrage.

High-cost loop support will further support rural Arizona carriers' efforts to provide

affordable, reliable service to their constituents. Finally, the lifeline and link-up

administration reform will encourage outreach, which will lead to increases in

participation by end-users in these vital low-income programs.

J

IX

Q:



I. I

Direct Testimony of Douglas Duncan Meredith
Arizona Corporation Commission
December 1, 2009
Page 13 of 13

l DOES THIS CONCLUDE YOUR DIRECT TESTIMONY?

2

Q:

A: Yes .

448

E Q.
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ARTICLE 12. ARIZONA UNIVERSAL SERVICE FUND

R14-2-1201
Definitions

In this Article, unless the context otherwise requires, the following definitions shall apply:

"Administrator" is the person designated pursuant to R14-2-1212 to administer the
AUSF and perform the functions required by this Article.

"Arizona Corporation Commission" or "Commission" is the regulatory agency of the
state of Arizona having jurisdiction over public service corporations operating in Arizona.

"Arizona Universal Service Fund" or "AUSF" is the funding mechanism established
by this Article through which surcharges are collected and support paid in accordance
with this Article.

"AUSF Support" is the amount of money, calculated pursuant to this Article, which a
provider of basic local telephone exchange service is eligible to receive from the AUSF
pursuant to this Article.

"AUSF Support Area" is the geographic area for which a local exchange carrier's
eligibility to receive AUSF support is calculated.

"Basic" local exchange telephone service" is telephone service that provides the
following features:

a. Access to 1-party residential service with a voice grade line,
b. Access to touchstone capabilities,
c. Access to an interexchange carrier,
d. Access to emergency services, including but not limited to emergency 911 ,
e. Access to directory assistance service,
f. Access to operator service,
g. Access to a white page or similar directory listing; and
h. Access to telephone relay systems for the hearing and speech impaired.

"Basic local exchange rate" means an incumbent local exchange carrier's tariffed,
monthly, single-line flat rate charged to its retail customers for the provision of local
exchange service.

"Benchmark rates" for a telecommunications services provider are those rates
approved by the Commission for that provider for basic local exchange telephone
sen/ice, plus the Customer Access Line Charge approved by the Federal
Communications Commission.

"Commercial Mobile Radio Service" is any radio communication service carried on
between mobile stations or receivers and land stations, or by mobile stations
communicating among themselves, that is provided for profit and that makes available to
the public service that is connected to the public switched network.

10. "Eligible telecommunications carrier (ETC)" means an entity with Arizona operations
that provides retail telecommunications services that has been designated by the

9.

8.

7.

6.

4.

5.

3.

2.

1.

1
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Q Commission as eligible to receive disbursements from the AUSF or from the federal

universal service fund

11. "Intrastate retail telecommunications revenue" means the revenue collected from the
sale of intrastate telecommunications services to end users for voice over internet
protocol (VOIP) and similar services. (The portion of total retail revenues attributable to
intrastate retail telecommunications shall be equal to the proportion of calls originating
and terminating in Arizona to all calls originating in Arizona)

12. "Intrastate retail telecommunications services" means services including, but not
limited to: all types of local exchange service, non-basic, vertical or discretionary
sen/ices, also known as advanced features, or premium services, such as, but not
limited to, call waiting, call forwarding, and caller ID, listing services, directory assistance
services, cellular telephone and paging services, commercial mobile radio services,
personal communications services (PCS); both optional and non-optional operator
services, wide area telecommunications services (WATS) and WATS-like services, toll-
free services, 900 services and other informational services, message telephone
services (MTs or toll, CENTREX, Centron and Centron-like services, video conferencing
and teleconferencing services, the resale of intrastate telecommunications services,
payphone services, services that provide telecommunications through an Arizona
telephone number using voice over internet protocol (VOIP) or comparable technologies,
any services regulated by the Commission, and such other services as the Commission
may by order designate from time to time as equivalent or similar to the services listed
above, without regard to the technology used to deliver such services,

648
13. "Large Local Exchange Carriers" are incumbent providers of basic local exchange

telephone service sewing more than 200,000 access lines in Arizona.

14. "Small Local Exchange Carriers" are incumbent providers of basic local exchange
telephone service with 200,000 or fewer access lines in Arizona.

15. "Telecom munieations Service Provider" means any carrier that provides intrastate
retail public telecommunications services or comparable retail alternative services in
Arizona, including but not limited to incumbent local exchange carriers, interexchange
carriers, wireless carriers, and carriers providing fixed or nomadic service utilizing voice
over internet protocol.

16. "Total Service Long Run Incremental Cost" is the total additional cost incurred by a
telecommunications company to produce the entire quantity of a service, given and the
telecommunications company already provides all of its other services. Total Service
Long Run Incremental Cost is based on the least cost, most efficient technology that is
capable of being implemented at the time the decision to provide the service is made.

17. "U.S. Census Blocks" are geographic areas defined by the U.S. Department of
Commerce. The areas, which define the way in which census data is aggregated,
generally contain between 250 and 550 housing units.
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R14-2-1202
Calculation of AUSF High-Cost Loop Support

A. An ETC shall be eligible to receive High Cost Loop Support (HCLS) for a given AUSF
support area. For small local exchange carriers, the algorithm used to determine federal
HCLS, which calculates loop cost in excess of 115% of the national average, shall be
used as the basis for calculating state HCLS. For ETCs that receive federal HCLS, the
AUSF shall provide the ETC an amount equal to the unreimbursed loop costs in excess
of 115% of the national average.

B For a small local exchange carrier, the AUSF support area shall be identical to the
support area or areas as identified by the FCC for federal USF. The appropriate cost of
providing basic local exchange telephone service for purposes of determining AUSF
support for a small local exchange carrier shall be the embedded cost of the incumbent
provider

For a large local exchange carrier, the AUSF support area shall be U.S. census block
groups, and the appropriate cost of providing basic local exchange telephone service for
purposes of determining AUSF support shall be the Total Service Long Run Incremental
Cost. In the event that the FCC adopts a somewhat different forward-looking costing
methodology and/or a different geographic study/support area for the Federal universal
service fund program, a local exchange carrier may request a waiver from this rule in
order to utilize the same cost study methodology and/or geographic study areas in both
jurisdictions. Any request for AUSF support by a large local exchange carrier shall
include a Total Service Long Run Incremental Cost study, or cost study based on FCC
adopted methodology, of basic local exchange service. The cost study shall be
developed and presented in a manner that identifies the cost for the individual support
areas for which AUSF funding is being requested.

R14-2-1202(A)
Calculation of Revenue Neutral AUSF Support

Effective January 1, 2011, a local exchange carrier's intrastate switched access charges
may not exceed its historical access rate, less one-half of the difference between its
historical access rate and Qwest's composite intrastate switched access rate.

Effective January 1, 2012, a local exchange carrier's intrastate switched access charges
may not exceed Qwest's composite intrastate switched access rate.

Prior to October,1 2010, each local exchange carrier shall submit to the administrator
and the Commission the schedule of its intrastate access charge rate reductions in
conformity with this rule and shall submit to the Commission proposed tariff revisions
reflecting the schedule of rate reductions and other changes necessary to assure that,
upon completion of the reductions, all tariffed intrastate switched access charge
elements and structure will match Qwest's composite intrastate switched access rate.
Included in this schedule of proposed reductions, each local exchange carrier shall
submit a report containing their originating and terminating intrastate minutes-of-use for
the calendar year 2009 (base year) and its calculation of AUSF support to be received
under its proposed schedule filed under this section. Prior to November 1 , 2010, the
administrator shall issue its recommendation to the Commission regarding each local

J
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exchange carrier's schedule of its intrastate access charge rate reductions and
corresponding AUSF support based on 2009 (base year) data. Prior to December 1,
2010, the Commission shall approve or deny each carrier's proposed reductions and
AUSF support amounts,

D. After receipt of Commission approval, the administrator shall calculate the monthly
amount of AUSF support for each carrier and begin distribution of AUSF support
provided for under this section. Monthly disbursements shall commence January 201 t .
Monthly disbursements under this section for each carrier shall remain fixed until an
order mandating the revision of AUSF support is received under this section.
Notwithstanding, no revisions to AUSF support received under this section shall occur
until January 1, 2014.

E. On or after January 1, 2014, the Commission, on its own motion or on the motion of a
party or the administrator, may order the revision of a local exchange carrier's intrastate
access charge rate reduction schedule and corresponding AUSF support received under
this section.

The Commission may, upon motion of a carrier or the administrator, or upon the
Commission's own motion, authorize further intrastate switched access charge
reductions for a carrier to correspond to any changes in Qwest's intrastate switched
access service charge rates, elements or structure subsequent to January 1, 2011 .
Such changes to rates, elements or structure would continue to use 2009 (base year)
minutes-of-use of each carrier in calculating the amount of AUSF support provided for
under this section.

R14-2-1202(B)
Facility Extension Requests

A. Applications for Distribution:

(1) Potential customers not presently receiving basic local service because facilities are
not available many apply to the Commission for distribution from the fund for
extension of service to themselves or to a group of customers.

(2) Those distributions are to be approved by the Commission, and made only in
circumstances where traditional methods of funding and service provision are
infeasible.

(3) Distributions will not be made for customers who are not full time residents.

(4) An application for a distribution may be filed with the Commission by an individual or
group of consumers desiring telephone service, a telecommunications corporation on
behalf of those consumers, the Commission staff, or any entity permitted by law to
request agency action. An application shall identify the senice(s) requested, the
area to be sewed and the individuals or entities that will be sewed if the distribution
is approved.

(5) Following the application's filing, the affected telecommunications corporations shall
provide any pertinent information requested by the Commission Staff including

F.
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engineering, facilities and cost information that will assist in the Commission's
consideration of the application.

(6) In considering the application, the Commission will examine relevant facts including
the type and grade of service to be provided, the cost of providing the service, the
demonstrated need for the service, whether the customer is within the service
territory of a telecommunications corporation, whether the proposed service is for a
primary full time residence and other relevant factors to determine whether the one-
time distribution is in the public interest.

B. Presumed reasonable amounts and terms:

(1) Unless otherwise ordered by the Commission, the maximum distribution will be no
more than $25,000 per customer. The Commission will presume a wireline
company's service or line extension terms and conditions reasonable for a
subscriber connection with universal service fund distribution requests, if the costs
of service extension are recovered as follows:

a. The first $500 of cost coverage is provided by the company, and

For cost amounts exceeding the $500 level, up to two times the
statewide average loop investment for all regulated companies as
determined annually by the Commission, equally provided by the
company and the customer.

(2) When the Commission approves an application for the use of AUSF: 95 percent of
service extension costs above those recovered through the service extension cost
recover terms specified above, shall be paid through AUSF, up to the maximum
universal service fund expenditure levels specified by this rule. The remaining five
percent or any additional amounts shall be paid by additional customer contributions
beyond those specified above.

(3) Potential customers in the area shall be notified by the telecommunications
corporation of the nature and extent of the proposed service extension, the
Commission's approval of the application, and the necessary customer contribution
amounts to participate in the project. Customer contribution payments shall be made
prior to the start of construction.

(4) Within five years following approval of the application, any customer that seeks
telecommunications service in the project area serviceable by an AUSF-funded loop
drop shall pay a customer contribution equal to the original customer contributions in
the project. Funds received through these payments shall be sent to the AUSF
administrator.

(5) For each customer added during the five-year period following project completion,
the telecommunications corporation and new customers shall bear the costs to
extend service pursuant to the company's service or line extension terms and
conditions and up to the telecommunications corporation's original contribution per
customer for the project and the customer contribution required by this rule. The
company may petition the Commission for a determination of the recovery from
universal service fund and the new customer for costs which exceed this amount.

b.
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(6) Impact of distribution on Companies - A distribution from the fund under this
subsection shall be recorded on the books of a regulated LEC as an aid to
construction and treated as an offset in rate base.

(7) Notice and Hearing - Following notice that a distribution application has been filed
any interested party may request a hearing or seek to intervene to protect its interest.

(8) Bidding for Unserved Areas - If only one telecommunications corporation is involved
in the distribution request, the distribution will be provided based upon the actual
costs of that company. If additional telecommunications corporations are involved,
the distribution will be determined on the basis of a competitive bid. The estimated
amount of the distribution will be considered in evaluating each bid. Fund
distributions in that area will be based on the winning bid.

R-14-2-1203
Request for AUSF Support

A provider of basic local exchange telephone service may request that the Commission
authorize AUSF support with a filing under R14-2-103, R14-2-1202(A), R14-2-1202(B), or
other method as the Commission may prescribe, and upon compliance with all applicable
rules set forth in R14-2-1101 through R14-2-1115. A request for AUSF support shall
include a statement describing the need for such funding. The Commission shall determine
the appropriate cost of providing basic local exchange service for each AUSF support area
for which AUSF support is requested and shall calculate in accordance with R14-2-1202 the
amount of AUSF support, if any, to which the applicant is entitled. A provider of basic local
exchange telephone service may request that the Commission authorize Revenue Neutral
AUSF support, after fulfilling the requirements in Section R14-2-1202(A).

R14-2-1204
Funding of the AUSF

The AUSF shall be funded in accordance with this Article by all telecommunications service
providers that interconnect to the public switched network. Within 30 days of the effective date
of this Article, and thereafter on or before October 1 of each year, each telecommunications
provider shall provide to the Administrator a list of all other telecommunications providers that
interconnect to its facilities or network.

R14-2-1205
Determination of AUSF Surcharge Rate and Contribution

A. The administrator, or the Commission, shall determine the state USF surcharge rate
annually, on or before November 1 of each year, in sufficient time for contributions to be
paid into and disbursements to be made from the fund. The surcharge rate will be based
upon monthly and annual reports filed by ETCs, local exchange carriers eligible for revenue-
neutral AUSF support pursuant to R14-2-1202(A), and contributing companies, and any
other pertinent and reliable information available to the administrator or the Commission.
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Upon its determination of a USF surcharge rate, the administrator shall notify all contributing
companies, ETCh, and the Commission. The rate determined by the administrator shall go
into effect unless modified or disapproved by the Commission.

C. The surcharge rate shall be equal to the annual fund requirement divided by the sum of
intrastate retail telecommunications revenue for all contributing carriers in Arizona, and may
be adjusted to account for any material deficit or surplus projected to exist at the start of the
fund year.

Each contributing company's monthly contribution shall equal the state USF surcharge rate
multiplied by its intrastate retail telecommunications revenues in Arizona for the month.

If, for any month the administrator finds that the fund balance is insufficient to cover required
disbursements plus administrative expenses including audit fees, the administrator may,
with the Commission's approval, increase contribution requirements to make up the shortfall.
If the fund accumulates a surplus beyond what the administrator and the Commission
believe is prudent under the circumstances, the administrator may, with the Commission's
approval, decrease contribution requirements so as to lower the fund balance to an
appropriate level.

Each contributing company shall remit its monthly contribution to the administrator on a
schedule to be determined by the administrator

R14-2-1206
Implementation

A. Any provider of telecommunications service may file either an AUSF tariff or price list, if
appropriate, establishing a flow-through mechanism to collect the surcharge approved by
the Commission and calculated by the Administrator.

On or before the 20"' day of each month, each telecommunication service provider
responsible for collecting AUSF surcharges shall remit to the Administrator the AUSF
surcharge, collected by that telecommunications service provider during the preceding
month. The telecommunications service provider shall submit such documentation of AUSF
revenues from the AUSF surcharge as may be required by the Administrator.

Eligible recipients of AUSF support are:

(1) Providers of telecommunications service engaged in providing basic local exchange
telephone service in Arizona which have obtained a Commission order authorizing
payments from the AUSF,

(2) Local exchange carriers eligible for revenue-neutral support based upon the
provisions of R14-2-1202(A), and

(3) Providers that become entitled to AUSF support based upon the provisions of R14-2-
1206(E).

D. If the Commission approves AUSF support to a provider of telecommunications service for a
defined area, such AUSF support shall also be available to competitive providers of basic

c.
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*a> local exchange service in the same defined area that are contributing to the AUSF, and that
are willing to provide service to all customers in the specific AUSF support area as defined
by the Commission. The AUSF support to which the competitive provider is eligible shall be
calculated based on the competitive carriers cost on a per-customer basis, but shall not
result in an increase in the total cost based AUSF support available for the specific census
block groups or study area. If basic exchange service is provided through the resale of
another carriel*s local loop facilities, AUSF based support will only be available to the retail
service provider if AUSF support is not included in the wholesale price for the resold local
service. This Section shall not apply to small local exchange carriers or to the universal
service support being received by any telecommunications service provider as of the
effective date of this Article.

For small local exchange carriers and for any basic local exchange telephone service
provider receiving universal service support as of the effective date of this Article, the AUSF
cost based support shall not be available to competitive providers of basic local exchange
service prior to completion of the review provided for in R14-2-1216. Following completion
of the review, AUSF cost based support provided to small local exchange carriers shall be
available to all competitive eligible telecommunications carriers providing basic local
exchange service in the defined area and contributing to AUSF, and that are willing to
provide service to all customers in the specific geographic study area as defined by the
Commission, unless otherwise ordered by the Commission.

Defined area, study area, geographic area, and support area mean the same area during
the first three years of the effective date of this Article. After the first three years, they will
still have the same meaning unless otherwise ordered by the Commission.

e

R14-2-1207
Calculation of Monthly Payments and the Associated Collections

The monthly AUSF payment'that each Telecommunications Service Provider shall remit to
the Administrator is an amount equal to its total monthly intrastate revenue times the
monthly surcharge percentage.

B. Payments must be received by the Administrator by the 20'" day of each month. If the
payment amount is greater than $10,000, then it shall be wire transferred to the
Administrator.

c. The Administrator shall enter into an appropriate non-disclosure agreement with each
telecommunications service provider to assure that information necessary to allocate AUSF
funding obligations and to calculate surcharges is reported, maintained, and used in a
manner that will protect the confidentiality of company specific data. The Administrator shall
not use confidential data for any purpose other than administering the AusF.

R14-2-1208
Monthly AUSF Disbursements

A. AUSF disbursement shall be made 30 days following the date of AUSF collections.

A.

F.

E.
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The Administrator shall not make AUSF support payments to a provider of
telecommunications service until the Administrator has received a copy of a Commission
decision authorizing the provider to receive such support.

R14-2-1209
Procedures for Handling AUSF Rate Changes

A. AUSF surcharges shall be revised when the Commission authorizes new or revised AUSF
payments to any provider of telecommunications service. The Administrator shall calculate
the new AUSF flow-through surcharges in accordance with this Article, which surcharge
shall become effective upon the Commission's approval of the new or revised AUSF
payments.

An annual calculation to revise AUSF flow-through surcharges shall be made by the
Administrator on December 1 of each year with an effective date the following January 1.
The flow-through surcharges shall be calculated so that the total AUSF funding will equal
the AUSF revenue requirements plus administrative costs including audit fees as well as
any corrections and true-ups. No later than December 1 of each year, the Administrator
shall provide notice to the Commission and all telecommunication service providers who pay
into the AUSF of the flow-through surcharge rates for the following calendar year.

R14-2-1210
Statement of Participation of All Telecommunications

Service Providers in the AUSF

Within 30 days of the effective date of this Article, each telecommunications service
provider shall provide a letter to the Administrator acknowledging that provider's obligation
under this Article to pay AUSF surcharges. Failure to provide such a letter shall be grounds
for termination after written notice from the Administrator of the provider's interconnection
with the public switched network.

Any telecommunications service provider which begins providing telecommunications
service after the effective date of this Article shall, within 30 days of beginning to provide
intrastate service in Arizona, provide a letter to the Administrator acknowledging that
provider's obligation under this Article to make monthly payments for the local and/or toll
portion, as appropriate, of the AUSF contribution in accordance with this Article. Failure to
provide such a letter shall be grounds for denying to the provider interconnection with the
public switched network.

R14-2-1211
Duties and Responsibilities of the AUSF Administrator

The Administrator shall:

(1) Develop, obtain, and, on or before December 15 of each year, file with the Commission
such information and documentation as the Administrator deems necessary for the
establishment and calculation of the surcharges for the succeeding year. Such a filing

A.

B.

B.

B.
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shall also be made each time the Commission authorizes a change in the AUSF funding
requirement.

(2) Monitor the AUSF payments of all telecommunications providers.

(3) Oversee the billing of AUSF surcharges.

(4) Prepare the necessary forms to be used in reporting the AUSF collections and
disbursements and maintain monthly records.

(5) Coordinate the collection and disbursement of AUSF monies in accordance with this
Article.

(6) Prepare an annual report that provides a detailed accounting of the AUSF collections
and disbursements and that identifies the annual cost of administration. The report shall
be filed with the Commission on or before April 15 of each year.

(7) Monitor procedures for auditing the AUSF collections and disbursements. The audit
function shall be performed by an independent outside auditor.

(8) Oversee reimbursement of the responsible agency's costs of administering Lifeline and
Link-Up programs of Eligible Telecommunications Carriers pursuant to Article 22.

R14-2-1213
Guidelines for Auditing the AUSF

The AUSF records covering both collections and disbursements shall be audited at the end
of the first year following the designation of a third party administrator. The AUSF records
will then be audited at least once every other year in the subsequent years of operations.

The records shall be examined for accuracy and the existence of effective internal controls
to ensure that the AUSF is being administered appropriately and properly.

C. An independent external auditor selected by the Commission shall be utilized to provide an
unbiased audit opinion concerning the AUSF administration procedures and controls.

D. Any costs for conducting audits will be deducted from the revenues of the AUSF prior to
disbursement of funds.

R14-2-1214
Enforcement of Collection of Delinquent AUSF Amounts

The Administrator shall issue past due notices to each provider of telecommunications
service that is 15 days or more delinquent in submitting its AUSF payments to the
Administrator. A copy of this notice shall be provided to the Commission.

AUSF support payments shall be withheld from any provider of telecommunications service
that is delinquent in submitting its AUSF payments to the Administrator. Each provider of
telecommunications service will be fully liable for any accrued interest owing on its AUSF
contributions that remain unpaid for 30 days. Such delinquent AUSF payments will begin

A.

B.

A.

B.
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accruing interest at the rate of 1 and %% per month beginning with the 315' day until such
amount is paid in full along with all accrued interest.

Failure by the Telecommunications service provider to comply with the provisions of this
Article any result in sanctions as determined by the Commission.

R14-2-1215
AUSF Annual Report

A. On or before April 1 of each year, the Administrator shall file with the Commission an annual
report which shall summarize the preceding year activity and contain the following:

(1) A statement of AUSF collections and disbursements.

(2) A record of the total cost of administration of the AUSF.

(3) Audit reports from the audits conducted during the year.

B. A copy of the annual report shall be provided to each provider of telecommunications
service who contributes to the AUSF.

F14-2-121 s
Review Process

Three years from the effective date of this Article, the Commission may consider the
necessity of a comprehensive review of this Article. Upon recommendation from the
Commission, the Commission staff shall initiate such review of this Article and shall provide
the Commission with recommendations regarding any necessary changes to the Article.
The Commission shall consider these recommendations in such proceeding as the
Commission deems appropriate.

The costs used to calculate AUSF funding levels for a given provider or AUSF support area
may be reviewed by the Commission at least every three years following the effective date
for any authorized AUSF support for the provider or study area. The Commission may
reduce the authorized funding level and require that the AUSF surcharge be recalculated on
the basis of this review.

F14-2-1217
Supersession of Existing USF Mechanism

The universal service funding mechanism initially approved by the Commission in Decision No.
56639 (September 22, 1989) is superseded by this Article, except that any calculation,
contribution or collection of, or entitlement to, universal service fund support approved bY the
Commission prior to the adoption of this Article shall remain in effect until otherwise ordered by
the Commission or until the Application of this Article leads to a different result.

A.

B.

c.
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ARTICLE 12. ARIZONA UNIVERSAL SERVICE FUND

R14-2-1 z01
Definitions

In this Article, unless the context otherwise requires, the following definitions shall apply:

1. "Administrator" is the person designated pursuant to R14-2-1212 to administer the
AUSF and perform the functions required by this Article.

"Arizona Corporation Commission" or "Commission-jL§ the regulatory agency of
the state of Arizona having jurisdiction over public service corporations operating in
Arizona.

"Arizona Universal Service Fund" or "AUSF" is the funding mechanism established
by this Article through which surcharges are collected and support paid in accordance
with this Article.

"AUSF Support" is the amount of money, calculated pursuant to this Article, which a
provider of basic local telephone exchange service is eligible to receive from the AUSF
pursuant to this Article,

"AUSF Support Area" is the geographic area for which a local exchange carrier's
eligibility to receive AUSF support is calculated.

5
"Basic" local exchange telephone service" is telephone service that provides the
following features:

a. Access to 1-party residential service with a voice grade line,
b. Access to touchstone capabilities,
c. Access to an interexchange carrier,
d. Access to emergency services, including but not limited to emergency 911 ,
e. Access to directory assistance service,
f. Access to operator service,
g. Access to a white page or similar directory listing, and
h. Access to telephone relay systems for the hearing and speech impaired.
7.

"Basic local exchange rate" means an incumbent local exchange carrier's tariffed.
monthly, single-line flat rate charged to its retail customers for the Drovision of local
exchange service.

18, "Benchmark rates" for a telecommunications services provider are those rates
approved by the Commission for that provider for basic local exchange telephone
service, plus the Customer Access Line Charge approved by the Federal
Communications Commission.

8. "Commercial Mobile Radio Service" is any radio communication
service carried on between mobile stations or receivers and land stations, or by mobile
stations communicating among themselves, that is provided for profit and that makes
available to the public service that is connected to the public switched network.

9. "Conversion Factor" is a multiplier that is cod to convert a quantity of interconnecting
trunks for both wirolosc and wirolino oustomors into equivalent accocc lines, for the Cole
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purpose of developing Category 1 surcharges. Tho value of the Conversion Factor shell
be 10 until completion of the review provided for in R14 2 1216.

10. "Interconnecting Trunk" Io a 1 way or 2 way voice grade or equivalent voice grade
switched message transmission channel furnished by a local switched access provider
to a provider of wireless services or to a wireline customer of such local switched access
provider to interconnect the provider of wireless service or wireline customer to the
public ci*chcd network.

11. "Intermediate Local Exchange Carriers" are incumbent providers ef basic local exchange
telephone service with more that 20,000 access lines but fewer than 200,000 access lines in
Arizona

42 .

10. "Eligible telecommunications carrier (ETC)" means an entity with Arizona operations
that provides retail telecommunications services that has been designated by the
Commission as eligible to receive disbursements from the AUSF or from the federal
universal service fund

11. "Intrastate retail telecommunications revenue" means the revenue collected from the
sale of intrastate telecommunications services to end users for voice over internet
Drotocol (VOIP) and similar services. (The portion of total retail revenues attributable to
intrastate retail telecommunications shall be equal to the proportion of calls originating
and terminating in Arizona to all calls originating in Arizona)

12. "intrastate retail telecommunications services" means services including, but not
limited to: all types of local exchange service; non-basic, vertical or discretional
services, also known as advanced features. or premium services. such as, but not
limited to, call waiting, call forwarding, and caller ID; listing services; directory assistance
services: cellular telephone and naaino services: commercial mobile radio services;
Dersonal communications services (PCS): both optional and non-optional operator
services: wide area telecommunications services (WATS) and WATS-like services: toll-
free services: 900 services and other informational services: message telephone
services (MTS or toll: CENTREX, Centron and Centron-like services: video conferencing
and teleconferencing services; the resale of intrastate telecommunications services:
Davphone services: services that provide telecommunications through an Arizona
telephone number using voice over internet protocol (VOIP) or comparable technologies:
any services regulated by the Commission; and such other services as the Commission
may by order designate from time to time as equivalent or similar to the services listed
above. without regard to the technology used to deliver such services:

413. "Large Local Exchange Carriers" are incumbent providers of basic local
exchange telephone service serving more than 200,000-er-more access lines in Arizona.

4 1 4 . 13. "Small Local Exchange Carriers" are incumbent providers of basic
local exchange telephone service with 2Q2_QQ,000 or fewer access lines in Arizona.
44.

15. "Telecommunications Service Provider" means any carrier that provides intrastate
retail public telecommunications services or comparable retail alternative services in
Arizona. including but not limited to incumbent local exchange carriers. interexchancie
carriers. wireless carriers, and carriers providing fixed or nomadic service utilizing voice
over internet protocol.
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4446. "Total Service Long Run Incremental Cost" is the total additional cost incurred
by a telecommunications company to produce the entire quantity of a service, given and
the telecommunications company already provides all of its other services. Total
Service Long Run incremental Cost is based on the least cost, most efficient technology
that is capable of being implemented at the time the decision to provide the service is
made.

4 1 7 . 15. "U.S. Census Blocks" are geographic areas defined by the U.S.
Department of Commerce. The areas, which define the way in which census data is
aggregated, generally contain between 250 and 550 housing units.

I
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Historical Note
Adopted effective April 26, 1006, undo an exemption to determined by the-Arizona

Corporation Commission (Supp. oh 2).
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R14-2-1202
Calculation of AUSF High-Cost Loop Support

A. The amount of AUSF support to which a provider of basic local oxchang-e4elepl=lene
service is eligible for a given AUSF support area shall be based upon the diffsrenee-between
the benchmark rates for basic local exchange telephone Sc-rvico provided by the carrion=,-and-the
appropriate cost to provider basic local exchange telephone service ac dotorminsd-b he
Commission, not of any universal corvico support from floral sourccsl

A. B. For a An ETC shall be eligible to receive Hiqh Cost Loon Support (HCLS) for a
given AUSF support area. For small local exchange carriers, the algorithm used to
determine federal HaLs_ which calculates loop cost in excess of 115% of the national
average, shall be used as the basis for calculating state HCLS. For ETCs that receive
federal HCLS. the AUSF shall provide the ETC an amount equal to the unreimbursed
loop costs in excess of 115% of the national average.

B For a small local exchange carrier, the AUSF support area shall inoludo all oxohangoe
eowod by the local exchange oanior in Arizona.be identical to the support area or areas
as identified by the FCC for federal USF. The appropriate cost of providing basic local
exchange telephone service for purposes of determining AUSF support for a small local
exchange carrier shall be the embedded cost of the incumbent provider-Ferany
request for AUSF support by a small local exchange carrier filed Moro than-threeyears
after the effective date of this Article, the AUSF support area shall be the geographic
areas as determined by the Commission.

G-.--For any intermediate local exchange carrier, the AUST support area shall be-either-all
exchanges in Arizona served by the carrier, or such other support area-as--may-be
approved by the Commission. The appropriate cost of providing basic loss-exchange
telephone service for purposes of determining AUSF support for an intermediate-ieeal
exchange carrier shall be the embedded cost of the incumbent provider. For-any
request for AUSF support by an intermediate local exchange carrier filed-mere~than
three years after the effective d° *e of *his Article, the AUSF :uppcrt area shall be
geographic area as determined by the Commission, and the appropriate-eestaf
providing basic local exchange telephone service for purposes of determining1AU8F
supper--shall be the Total Service Leng Run Incremental Cost of the ineurnbent-prevrideie
In the event that the FCC adopts a comowhat different for/vard looking-eesting
methodology and/or a different googrophic study/cupport area for the Fodoral universal
service fund program, a local oxchongo oorrior may roquoct o woivor from--thisrule-in
eberto utilize the sumo cost study methodology and/or geographic study areas-inbetle
jurisdictions.

For a large local exchange carrier, the AUSF support area shall be U.S. census block
groups, and the appropriate cost of providing basic local exchange telephone service for
purposes of determining AUSF support shall be the Total Service Long Run incremental
Cost. In the event that the FCC adopts a somewhat different forward-looking costing
methodology and/or a different geographic study/support area for the Federal universal
service fund program, a local exchange carrier may request a waiver from this rule in
order to utilize the same cost study methodology and/or geographic study areas in both
jurisdictions. Any request for AUSF support by a large local exchange carrier shall
include a Total Service Long Run Incremental Cost study, or cost study based on FCC
adopted methodology, of basic local exchange service. The cost study shall be
developed and presented in a manner that identifies the cost for the individual support
areas for which AUSF funding is being requested.

I

5



I

Historical Recto .
Adoptod effective April 26, 1006, undo an exemption as determined by the Arizona

Corporation Commission (Supp.06 2).
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we,( ,. R14-2-1202(A)
Calculation of Revenue Neutral AUSF Support

Effective Januarv 1, 2011, a local exchange carrier's intrastate switched access charges
may not exceed its historical access rate, less behalf of the difference between its
historical access rate and Qwest's composite intrastate switched access rate.

Effective January 1, 2012, a local exchange carrier's intrastate switched access charges
may not exceed Qwest's composite intrastate switched access rate.

Prior to October,1 2010, each local exchange carrier shall submit to the administrator
and the Commission the schedule of its intrastate access charge rate reductions in
conformity with this rule and shall submit to the Commission proposed tariff revisions
reflecting the schedule of rate reductions and other changes necessary to assure that.
upon completion of the reductions, all tariffed intrastate switched access charge
elements and structure will match Qwest's composite intrastate switched access rate.
Included in this schedule of proposed reductions. each local exchange carrier shall
submit a report containing their oriqinatind and terminating intrastate minutes-of-use for
the calendar year 2009 (base year) and its calculation of AUSF support to be received
under its proposed schedule filed under this section. Prior to November 1. 2010, the
administrator shall issue its recommendation to the Commission reqardinq each local
exchange carrier's schedule of its intrastate access charge rate reductions and
corresponding AUSF support based on 2009 (base year) data. Prior to December 1,
2010, the Commission shall approve or deny each carrier's proposed reductions and
AUSF support amounts,

4
r D. After receipt of Commission approval, the administrator shall calculate the monthly

amount of AUSF support for each carrier and begin distribution of AUSF support
provided for under this section. Monthly disbursements shall commence January 2011 .
Monthly disbursements under this section for each carrier shall remain fixed until an
order mandating the revision of AUSF support is received under this section.
Notwithstanding, no revisions to AUSF support received under this section shall occur
until January 1, 2014.

E. On or after January 1, 2014, the Commission, on its own motion or on the motion of a
party or the administrator, may order the revision of a local exchange carrier's intrastate
access charge rate reduction schedule and corresoondinci AUSF support received under
this section.

The Commission may. upon motion of a carrier or the administrator. or upon the
Commission's own motion, authorize further intrastate switched access charge
reductions for a carrier to correspond to any chances in Qwest's intrastate switched
access service charge rates, elements or structure subsequent to Januarv 1. 2011 .
Such chances to rates, elements or structure would continue to use 2009 (base year)
minutes-of-use of each carrier in calculating the amount of AUSF support Drovided for
under this section.

R14-2-1202(B}
Facility Extension Requests

A. Applications for Distribution:

F.

C.

A.

B.
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(1) Potential customers not Dresently receiving basic local service because facilities are
not available many abolv to the Commission for distribution from the fund for
extension of service to themselves or to a Group of customers.

(2) Those distributions are to be approved by the Commission, and made only in
circumstances where traditional methods of funding and service Drovision are
infeasible.

(3) Distributions will not be made for customers who are not full time residents.

(4) An application for a distribution may be filed with the Commission by an individual or
croup of consumers desiring telephone service, a telecommunications corporation on
behalf of those consumers, the Commission staff, or any entity permitted by law to
request aqencv action. An application shall identify the service(s) requested. the
area to be served and the individuals or entities that will be served if the distribution
is approved.

(5l Following the application's filing. the affected telecommunications corporations shall
Drovide any pertinent information requested by the Commission Staff including
engineering, facilities and cost information that will assist in the Commission's
consideration of the application.

(6) In considering the application, the Commission will examine relevant facts including
the type and trade of service to be provided, the cost of providing the service, the
demonstrated need for the service. whether the customer is within the service
territory of a telecommunications corporation, whether the orooosed service is for a
Drimary full time residence and other relevant factors to determine whether the one-
time distribution is in the public interest.

B. Presumed reasonable amounts and terms:

(1) Unless otherwise ordered by the Commission, the maximum distribution will be no
more than $25,000 per customer. The Commission will presume a wireline
company's service or line extension terms and conditions reasonable for a
subscriber connection with universal service fund distribution requests. if the costs
of service extension are recovered as follows:

a. The first $500 of cost coverage is Drovided by the company. and

b. For cost amounts exceeding the $500 level, up to two times the
statewide average look investment for all regulated companies as
determined annually by the Commission, equally provided by the
company and the customer.

(2) When the Commission approves an application for the use of AUSF: 95 percent of
service extension costs above those recovered through the service extension cost
recover terms specified above. shall be Daid through AUSF, up to the maximum
universal service fund expenditure levels specified by this rule. The remaining five
Dercent or any additional amounts shall be paid by additional customer contributions
beyond those specified above.

8
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(3) Potential customers in the area shall be notified by the telecommunications
corporation of the nature and extent of the oronosed service extension, the
Commission's approval of the aonlication, and the necessary customer contribution
amounts to participate in the project. Customer contribution payments shall be made
Drior to the start of construction.

(4) Within five years following approval of the application, any customer that seeks
telecommunications service in the project area serviceable by an AUSF-funded loop
drop shall pay a customer contribution equal to the original customer contributions in
the Droiect. Funds received through these Dayments shall be sent to the AUSF
administrator.

(5) For each customer added during the five-vear Deriod following Droiect completion,
the telecommunications corporation and new customers shall bear the costs to
extend service pursuant to the company's service or line extension terms and
conditions and un to the telecommunications corporation's original contribution per
customer for the Droiect and the customer contribution required by this rule. The
comnanv may petition the Commission for a determination of the recovery from
universal service fund and the new customer for costs which exceed this amount.

(6) Impact of distribution on Companies ._ A distribution from the fund under this
subsection shall be recorded on the books of a regulated LEC as an aid to
construction and treated as an offset in rate base.

(7) Notice and Hearing - Following notice that a distribution application has been filed
any interested oartv may request a hearing or seek to intervene to protect its interest.

(8) eiddinu for Unserved Areas - If only one telecommunications corporation is involved
in the distribution request. the distribution will be provided based upon the actual
costs of that company. If additional telecommunications corporations are involved,
the distribution will be determined on the basis of a competitive bid. The estimated
amount of the distribution will be considered in evaluating each bid, Fund
distributions in that area will be based on the winning bid.

R-14-2-1203
Request for AUSF Support

A provider of basic local exchange telephone service may request that the Commission
authorize AUSF support with a filing under R14-2-103, R14-2-1202(A). R14-2-1202(B), or
other method as the Commission may prescribe, and upon compliance with all applicable
rules set forth in R14-2-1101 through R14-2-1115. A request for AUSF support shall
include a statement describing the need for such funding. The Commission shall determine
the appropriate cost of providing basic local exchange service for each AUSF support area
for which AUSF support is requested and shall calculate in accordance with R14-2-1202 the
amount of AUSF support, if any, to which the applicant is entitled. A provider of basic local
exchange telephone service may request that the Commission authorize Revenue Neutral
AUSF support. after fulfilling the requirements in Section R14-2-1202(A).

I
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Historical Note
Adopted effective April 26, 1006, undo an exemption as determined by the~Arizoria

Corporation Commission (Supp, 06 2).

l

10



\ I

A. The AUSF shall be funded in accordance with this Article by all telecommunications
service providers that interconnect to the public switched network. Within 30 days of the
effective date of this Article, and thereafter on or before October 1 of each year, each
telecommunications provider shall provide to the Administrator a list of all other
telecommunications providers that interconnect to its facilities or network.

B. The AUSF shall be funded equally by toll and local customcrc of the providers-ef
telecommunications services, and shall be accessed in the following-
1. Category 1 l Providers of basic local exchange service, as discussed in.R44-2-

1204(B)(1)(a), and other service providers as required under R14 2--.43Q4lB)(-1~)(a)(i)
or permitted under R14 2 1204(B)(3)(b), shall be considered providers of

a. One half of the AUSF funding requirement will be collected threugl=l-Gategery
1 service providers. Category 1 AUSF assessment will be basedlslpen
access lines and interconnecting trucks, and accessed by providers--ei--local
switched access as either an access line or interconnecting trunk sursharge-=
The "per access line" surcharge to be in place during a given- year-wiillse
calculated by the Administrator using the total number of access lines-and
equivalent access lines deriving from interconnecting trunks that were-in
service for all Category 1 service providers on October 1 of the previous-yeale
Access lines shall include business and residence lines, public access---lines
and other identifiable access lines. All wireless providers including-but-net
limited to paging and other Commercial Mobile Radio Service providers that
interconnect to the public switched network will contribute to the AfJSF-ender
the requirements of Category 1. The number of interconnecting-t+u-nks
obtained from the local access provider by the wireless provider shall-be
utilized in conjunction with a Conversion Factor to determine AUSF support
from such wireless provider by moans of a surcharge on such-intersenneeting
trunks. A wireless provider that fails to contribute to the CAUSE-as-required-by
t-hisArticle shall be subject to termination of its interconnection arrangements
pursuant to R14 2 1214(C).

b. On or before November 1 of each year, each Category 1 local-switched
access service provider shall provide to the Administrator the numbesef
access lines and number of interconnecting trunks that were in-service-en
October 1 of that your. The Administrator will use those numbers-tegether
with the Conversion Factor in calculating the par access linosureharge-and
per interconnecting trunk surcharge for the following your. The--Administrator
will multiply the total number of interconnecting trunks by the--Gerwersien
Factor to obtain an equivalent number of accocc lino for thopurpese-ef
calculating the curchargos.

Category 2 Providors of lntractato toll corvico or other cervieepreviders-as
permitted under R14 2 t204(B)(3), shall be concidorod providers--ef-Categepy-8
service and shall be accoccod AUSF chargoc as-feilewse

a--Qne-half of the AUSF funding requirement will be colloctcd--threug-4-Gategew
2-service providers, Tho Category 2 AUSF accoscmont will be--based-en-tetal
Arizona intrastate toll revenue, and accoccod ac a percent of revenue=-liche
percent of revenue assessment to be in place during a givonyoar-will-be
calculated by the Administrator icing the annual Arizona intractato--revenue
for all Category 2 service providorc for the provioucyoar

R14-2-1204
Funding of the AUSF

I

2.
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b=-Qn or before November 1 of each year, each Category-2-sentieeprevider
shall- report to the Administrator the total Arizona intrastate-revenueeelieeted
between Auguet 4 cf the current year and Aug 4 et *ho previous year. The
administrator will use this revenue ea reported to calculate-this-AIJSE
assessment rata for the following yoarr

a. New telecommunications service providers.-
a=-ilielecommunications providers that begin providing basic leealexehange

service after the effective date of this Article shall be assessed- AUSiieharges
pursuant to R14 2 1.'Z04(B)(1). Telecommunications providers-thatrbegin
providing toll service after the effective date ef this Article shall beasseeeed
AUSF charges pursuant to R14 2 1204(B)(2).

b=--All-other-telecommunicatiens service providers that interconneette-the-public
switched network and begin providing teleccrnrnuniezrtene service after the
elfeetive date of this Article, shall choece to be considered either-a-Gategerly
4TGategery-2, or beth Category 1 and Category 2 sorvisepreviderr-Such
election-shall be made in writing to the Administrator- within43G-daysel
beginning- to provide telecommunications service in Arizona?-witl=ra~eelay-te
the Director of Utilities. VWitten concurrence of the Diroder of Utilities must
be received by the Administrator fer such selection to be effective. Such
ecledten will be irrevocable fer e period of at least three scare.

4=-Ateleeemmunications provider that provides both Category-1-and-Qategery-2
eervieee shell be assessed AUSF charge . pursuant to beth R14 2 "204(B)(1) and
R14 2 1204(B)(2).

Historical Note
Ados*od cffoctivo April 26, 1085, undo an cxcmp*ior: as determined by the Arizona Corporation

Ar Commission (Supp. 06 2).
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R14 2 1205
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A. The Administrator will caloulato the total AUSF support duo all local exchange carriers
who have been granted AUSF support by the Commission. Administrative costs and
aLid't fccc wi'l be added *o *his "mount The amount of "no execs: funds in the AUSF
wiT then be subtract*ed *o determine the total funding requirement. The funding
requirements from Category 1 and Category 2 service providers will then be calculated.
One half of the funding will be obtained from Category 1 providers through surcharges
applied to access lines and interconnecting trunks in service. The other half will be
obtained from Category 2 providers through surcharges on intrastate toll revenues.

B. For the purpose of determining the surcharges, the Administrator will develop-grevAl=i
factors to apply to the total reported access lines and toll revenues. Such growth fastest
will be calculated at 14 of the estimated annual percentage growth in access lino and in
toll revenues.

c. Category 1 Surcharge. Cnc half of the total annual AUSF support approved by the
Commission for all eligible recipients will be obtained from Category 1 service providers.-
A monthly per access line surcharge and a monthly per interconnecting trunk surcharge
required to obtain this funding will be calculated as follows:
1. Adding together the number of access lines and equivalent access lines fon-all

Category 1 service providers, adjusted by the growth factor,
2. Dividing the total annual AUSF support approved by the Commission for all eligible

recipients by 2 to obtain the portion of AUSF required from Category 1 service

3. Dividing the amount cf Category 1 AUSF support calculated in subsection (C)(.'l) -by
the sum of access lines calculated in subsection (C)(1) to yield the per access line
surcharge,

4. Dividing the per access line surcharge calculated in subsection (C)(3) by 1-2it0
determine the monthly access line assessment,

5. Multiplying the surcharge obtained in subsection (C)(4) by the Conversion Faster-to
determine the mcrvhly interconnecting *rank surcharge.

D. Category 2 Surcharge. One half of the total annual AUSF support approved bathe
Commission for all eligible recipients will be obtained from Category 2 service--p-Fevider&
A percent of revenue surcharge required to obtain this funding will be calculated-as
feilewse
1. Totaling the annual intrastate toll revenues of all Category 2 service provide-rs;

adjusted by the growth factor,
2. Dividing the total AUSF support approved by the Commission for--elieligible

recipients by 2 te obtain the portion of AUSF support required from Categoiyéé
service providers,

3. Dividing the amount of Category 2 AUSF support requirement calculated-in
subsection (D)(2) by the total annual intrastate toll revenues calculated in-subsection
(D)(t) to arrive at a percentage of revenue surcharge

E. Recipients of lifeline or ether low income support shall be exempt from---paying-a
Pnfnnnn 1 1 rui rnhvsrnn- . . . , , , , . , . uu-

Historical Meta
Adopted effective April 26, 1006, undo an exemption ac dotormined-by-4heArizena

Corporation Commission (Supp. 06 2).
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R14-2-1205
Determination of AUSF Surcharqe Rate and Contribution

The administrator. or the Commission. shall .determine the state USF surcharge rate
annuals. on or before November 1 of each year. in sufficient time for contributions to be
paid into and disbursements to be made from the fund. The surcharge rate will be based
upon monthly and annual reports filed by ETCs. local exchange carriers eligible for revenue-
neutral AUSF support pursuant to R14-2-t202(A), and contributing companies. and any
other pertinent and reliable information available to the administrator or the Commission.

Upon its determination of a USF surcharge rate. the administrator shalt notify all contributing
companies, ETCs, and the Commission. The rate determined by the administrator shall qo
into effect unless modified or disaooroved by the Commission.

The surcharge rate shall be equal to the annual fund requirement divided by the sum of
intrastate retail telecommunications revenue for all contributing carriers in Arizona. and may
be adjusted to account for any material deficit or surplus oroiected to exist at the start of the
fund year.

Each contributing company's monthly contribution shalt equal the state USF surcharge rate
multiplied by its intrastate retail telecommunications revenues in Arizona for the month.

If, for any month the administrator finds that the fund balance is insufficient to cover required
disbursements plus administrative expenses including audit fees. the administrator may.
with the Commission's approval, increase contribution requirements to make up the shortfall.
If the fund accumulates a surplus beyond what the administrator and the Commission
believe is prudent under the circumstances, the administrator may. with the Commission's
approval, decrease contribution requirements so as to lower the fund balance to an
appropriate level.

Each contributing comoanv shall remit its monthly contribution to the administrator on a
schedule to be determined by the administrator

R14-2-1206
Implementation

I  A. A .  Any provider of telecommunications service may file either an AUSF tariff or price list, if
appropriate, establishing a flow-through mechanism to collect the surcharge approved by
the Commission and calculated by the Administrator.

B-On or before the 20"' day of each month, each CzVegory 'telecommunication service
provider responsible for collecting AUSF surcharges shall remit to the Administrator the
AUSF surcharge, including any curchargo on wiroloco providers, collected bythat
telecommunications service provider during the preceding month. The Ca*egcry 4
telecommunications service provider shall submit such documentation of AUSF revenues
from the AUSF surcharge as may be required by the Administrator.

C. On or before *he 20 day of each month, ouch Category 2 service provider-responsible
#Er-selleeting-AUSF surcharges shall omit to the Administrator the-AlJS.'lsureharge

14
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collected by that provider during the third prccoding month. The Category 2 provider
shalt submit such documentation of AUSF rovonuoc from the AUSF surcharge as may
be required by the Administrator.

C. D--.-Eligible recipients of AUSF support are:

(1) Providers of telecommunications service engaged in providing Basie local exchange
telephone service in Arizona which have obtained a Commission order authorizing
payments from the AUSF,~and

(2) Local exchange carriers eligible for revenue-neutral support based upon the
Drovisions of R14-2-1202(A): and

l2~)(3) Providers that become entitled to AUSF support based upon the provisions of
R14-2-1206(E).

I D. ET-lf the Commission approves AUSF support to a provider of telecommunications service
for a defined area, such AUSF support shall also be available to competitive providers of
basic local exchange service in the same defined area that are contributing to the AUSF,
and that are willing to provide service to all customers in the specific AUSF support area as
defined by the Commission. The AUSF support to which the competitive provider is eligible
shall be calculated based on thecompetitive carriers cost on a per-customer basis, at the
sumo level at which the incumbent provider of tolocommunicationc chico rocoivoc AUSF
support, and but shall not result in an increase in the total cost based AUSF support
available for the specific census block groups or study area. If basic exchange service is
provided through the resale of another carrier's local loop facilities, AUSF based support
will only be available to the retail service provider if AUSF support is not included in the
wholesale price for the resold local service. This Section shall not apply to small local
exchange carriers berg to the universal service support being received by any
telecommunications service provider as of the effective date of this Article.

IE. F-.-For small local exchange carriers and for any basic local exchange telephone service
provider receiving universal service support as of the effective date of this Article, the AUSF
cost based support shall not be available to competitive providers of basic local exchange
sen/ice prior to completion of the review provided for in R14-2-t2t6. Following completion
of the review, AUSF cost based support provided to small and iritcrmcdiate local exchange
carriers shall be available to all competitive provider: cfeliqible telecommunications carriers
orovidinq basic local exchange service in the defined area that~areand contributing to
AUSF, and that are willing to provide service to all customers in the specific geographic
study area as defined by the Commission, unless otherwise ordered by the Commission.

F. G. Defined area, study area, geographic area, and support area mean the same area
during the first three years of the effective date of this Article. After the first three years, they
will still have the same meaning unless otherwise ordered by the Commission.

I-l1"-l>nrinal \ l n l » n

Adopted effootive April be, 1906, undo an exemption as determined by the Arizona
Corporation Commission (Supp. 06 2).
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R14-2-1207
Calculation of Monthly Payments and the Associated Colleetions

A. For the monthly Category 1 AUSF payment, ouch provider of local cwitchod access shall
omit to the Ad minictrator an amount equal to the number of accocc lino in corvico on

the first day of the month, timcc the monthly curchargc par accocc line plus the number
cf irUerrcoftnccting *furtks in service on the "fat day of the mcrtth, *imps *he monthly
intcrconnocting trunk surcharge.

A. B=-The monthly AUSF payment that each C° *cgcry "Telecommunications ServiceProvider
shall remit to the Administrator is an amount equal to its total monthly intrastate tell-revenue
times the monthly surcharge percentage.

I B. Q-Payments must be received by the Administrator by the 20"' day of each month. If the
payment amount is greater than $10,000, then it shall be wire transferred to the
Administrator.

| C. D=-The Administrator shall enter into an appropriate non-disclosure agreement with each
telecommunications service provider to assure that information necessary to allocate AUSF
funding obligations and to calculate surcharges is reported, maintained, and used in a
manner that will protect the confidentiality of company specific data. The Administrator shall
not use confidential data for any purpose other than administering the AUSF.

,W
v

I-Ii"-l>nl~inal M ain

Adoptod offootivo April 26, 1006, undo an exemption as determined by the Arizona
Corporation Commission (Supp. 06 2).
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R14-2-1208
Monthly AUSF Disbursements

| A. A-AUSF disbursement shall be made 30 days following the date of AUSF collections.

I B. B-The Administrator shall not make AUSF support payments to a provider of
telecommunications service until the Administrator has received a copy of a Commission
decision authorizing the provider to receive such support.

Historical Note
Adoptod offootivo April 26, 1906, undo an exemption as determined by the Arizona

Corporation Commission (Supp. 06 2).
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R14-2-1209
Procedures for Handling AUSF Rate Changes

I  A . A. Category 1 and Catogory 2 AUSF surcharges shall be revised when the Commission
authorizes new or revised AUSF payments to any provider of telecommunications service.
The Administrator shall calculate the new AUSF flow-through surcharges in accordance with
this Article, which surcharge shall become effective upon the Commission's approval of the
new or revised AUSF payments.

8.--An annual calculation to revise AUSF flow-through surcharges shall be made by the
Administrator on December 1 of each year with an effective date the following January 1.
The flow-through surcharges shall be calculated so that the total AUSF funding will equal
the AUSF revenue requirements plus administrative costs including audit fees as well as
any corrections and true-ups. No later than December 1 of each year, the Administrator
shall provide notice to the Commission and all telecommunication service providers who pay
into the AUSF of the flow-through surcharge rates for the following calendar year.

I-lin*nvil~4l KIA#-

Adoptod effective April 26, 1006, undo an exemption as determined by the Arizona
Corporation Commission (Supp. oh 2).
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R14-2-1210
Statement of Participation of All Telecommunications

Service Providers in the AUSF

IA. ,A-within 30 days of the effective date of this Article, each telecommunications service
provider shall provide a letter to the Administrator acknowledging that provider's obligation
under this Article to pay AUSF surcharges. Failure to provide such a letter shall be grounds
for termination after written notice from the Administrator of the provider's interconnection
with the public switched network.

| B. 8-.-Any telecommunications service provider which begins providing telecommunications
service after the effective date of this Article shall, within 30 days of beginning to provide
intrastate service in Arizona, provide a letter to the Administrator acknowledging that
provider's obligation under this Article to make monthly payments for the local and/or toll
portion, as appropriate, of the AUSF contribution in accordance with this Article. Failure to
provide such a letter shall be grounds for denying to the provider interconnection with the
public switched network.

I-liA.§nril\nl kin#-

Adopted effective April 26, 1006, under an exemption as determined by the Arizona Corporation
Commission (Supp. 06 2).
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R14-2-1211
Duties and Responsibilities of the AUSF Administrator

The Administrator shall:

(1) Develop, obtain, and, on or before December 15 of each year, file with the Commission
such information and documentation as the Administrator deems necessary for the
establishment and calculation of the Cotogory 1 and Category 2 surcharges for the
succeeding year. Such a filing shall also be made each time the Commission authorizes
a change in the AUSF funding requirement.

(2) Monitor the AUSF payments of all telecommunications providers.

(3) Oversee the billing of AUSF surcharges.

(4) Prepare the necessary forms to be used in reporting the AUSF collections and
disbursements and maintain monthly records.

(5) Coordinate the collection and disbursement of AUSF monies in accordance with this
Article.

(6) Prepare an annual report that provides a detailed accounting of the AUSF collections
and disbursements and that identifies the annual cost of administration. The report shall
be filed with the Commission on or before April 15 of each year.

(7) Monitor procedures for auditing the AUSF collections and disbursements. The audit
function shall be performed by an independent outside auditor.

I-lial>nrh\4l kllvin

Adopted offootivo April 26, 1806, undo on exemption as determined by the Arizona Corporation
Commission (Supp. 96 2).
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R14 2 1212
!n*crEm Admire::*r:*ct

US WEST Communications, Inc., will servo as interim Administrator of the AUSF and will
perform the functions detailed heroin that are required of the Administrator for a transition period
until a private, neutral third party is appointed by the Commission to servo as Administrator of
the AUSF. A neutral third party selected through the competitive bid process :hall Bo appointed
no Gator than July 1 , 1007.

l-li» .¢'nri» ~al k l a n

Adopted effective April 26, 1096, undo an exemption as determined by the Arizona Corporation
Commission (Supp. 06 2).
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(8) Oversee reimbursement of the responsible aqencv's costs of administering Lifeline and
Link-UD programs of Eligible Telecommunications Carriers pursuant to Article 22.

R14-2-1213
Guidelines for Auditing the AUSF

|  A . A. The AUSF records covering both collections and disbursements shall be audited at the
end of the first year following the designation of a third party administrator. The AUSF
records will then be audited at least once every other year in the subsequent years of
operations,

| B. B=-The records shall be examined for accuracy and the existence of effective internal
controls to ensure that the AUSF is being administered appropriately and properly.

G-An independent external auditor selected by the Commission shall be utilized to provide
an unbiased audit opinion concerning the AUSF administration procedures and controls.

I D. D-Any costs for conducting audits will be deducted from the revenues of the AUSF prior to
disbursement of funds.

I-li» 9*nrin4l hlr\§»

Adopted effective April 26, 1006, under an exemption ac. determined by the Arizona Corporation
Commiocion (Supp. 06 2).

1?
v

c.
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R14-2-1214
Enforcement of Collection of Delinquent AUSF Amounts

|  A .  A The Administrator shall issue past due notices to each provider of telecommunications
service that is 15 days or more delinquent in submitting its AUSF payments to the
Administrator. A copy of this notice shall be provided to the Commission.

IB. B-.-AUSF support payments shall be withheld from any provider of telecommunications
service that is delinquent in submitting its AUSF payments to the Administrator. Each
provider of telecommunications service will be fully liable for any accrued interest owing on
its AUSF contributions that remain unpaid for 30 days. Such delinquent AUSF payments
will begin accruing interest at the rate of 1 and %% per month beginning with the 31$' day
until such amount is paid in full along with all accrued interest.

~The local switched access service provider shall promptly notify the Commission-and-the
Administrator of the identity of any wireless provider which fails or refuses to-pay-its4>JJSF
surcharge. Such notice shell also be directed to the wireless provider. If the wireless
provider has not paid the amount due within 30 days of such notice, the interconneetioh
provider shall terminate the wireless provider's interconnection until the full-amount-tegethes
withal-accrued interest, is paid in full (unless the payment is in bona fide disputeand-the
wireless carrier has paid the undisputed amount).
9-Failure by the Telecommunications service provider to comply with the provisions of this
Article any result in sanctions as determined by the Commission.

Historical Note
Adopted--effective April 26, 1006, undo an exemption as determined by-the-A4ize44a48e4=peFatien

Commission (Supp. 06 2).

C.
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R14-2-1215
AUSF Annual Report

A. Ah-On or before April 1 of each year, the Administrator shall file with the Commission an
annual report which shall summarize the preceding year activity and contain the following:

(1) A statement of AUSF collections and disbursements.

(2) A record of the total cost of administration of the AUSF.

(3) Audit reports from the audits conducted during the year.

IB. B-.-A copy of the annual report shall be provided to each provider of telecommunications
service who contributes to the AUSF.

I-Iiefnrinal \ l n§ r

Adopted offootivo April 26, 1006, under an exemption ac determined by the Arizona Corporation
Commission (Supp. 06 2).
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F14-2-1215
Review Process

A. No* late' *Han Three years from the effective date of this Article, the Commission Sta#
shall initiate may consider the necessity of a comprehensive review Qfof this Article. Upon
recommendation from the Commission, the Commission staff shall initiate such review of
this Article and shall provide the Commission with recommendations regarding any
necessary changes to the Article. Any intorootod party may also make ouch
rocommondationc. The Commission shall consider these recommendations in such
proceeding as the Commission deems appropriate.

B.-The costs used to calculate AUSF funding levels for a given provider or AUSF support
area shallmav be reviewed by the Commission at least every three years following the
effective date for any authorized AUSF support for the provider or study area. The
Commission may reduce the authorized funding level and require that the AUSF surcharge
be recalculated on the basis of this review.

I-li» e¢» nri f\41 K l a n

Adopted effective April 26, 1006, undo an exemption as determined by the Arizona Corporation
Commission (Supp, 06 2).

f",

B.

A.
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F14-2-1217
Supersession of Existing USF Mechanism

The universal service funding mechanism initially approved by the Commission in Decision No.
56639 (September 22, 1989) is superseded by this Article, except that any calculation,
contribution or collection of, or entitlement to, universal service fund support approved by the
Commission prior to the adoption of this Article shall remain in effect until otherwise ordered by
the Commission or until the Application of this Article leads to a different result.

Historical Nota
Adopted offootivo April 26, 1006, undo on exemption as determined by the Arizona Corporation

Commission (Supp. 06 2).

Edilort Nota: The Ari°'cna CorporatiOn CommissiOn has determined :has t o fclimving Article is
crfcmpt from the Attcmcy Corporal apf.vcvaiprovisions cf the Arizona Adm#ristmti\'o
Proooduro Act (A.R.S.§ 41 1041) by a court ardor (Stato ox. ml. Corbin v. Arizona
Corporation Commission, 174 Ariz. 216 848 P..?d 301 (App. 1992)).
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X ARTICLE 22. LIFELINE AND LINKUP BENEFITS

R14-2-2201. Application
This rule applies to all entities that have been designated by the commission as eligible
telecommunications carriers and that may receive disbursements from the state
universal service fund or the federal universal service fund.

8,

R14-2-2202. Definitions
For purposes of this Article, the following definitions apply unless the context otherwise
requires:
1. "applicant" means an eligible customer of an eligible telecommunications carrier,
2 "carrier" means an entity that provides intrastate retail public telecommunications
services or comparable retail alternative services in Arizona,
3. "eligible telecommunications carrier (ETC)" means a carrier that has been designated
by the commission as eligible to receive disbursements from the state universal service
fund or the federal universal service fund;
4. "federal poverty guidelines" means the poverty guidelines issued each year by the
federal health and human services department and published in the federal register,
5. "income" means all income actually received by all members of the household. This
includes salary before deductions of taxes, public assistance benefits, inheritances,
alimony, child support payments, workers' compensation benefits, gifts, lottery winnings,
and the like. The only exceptions are student financial aid, military housing and cost-of-
living allowances, irregular income from occasional small jobs such as baby-sitting or
lawn mowing, and the like,
6. "responsible agency" means the state government agency or other entity designated
by the commission to administer the certification, verification and continued verifications
of lifeline enrollment.

R14-2-2203. Eligibility Requirements
A. Program-Based Criteria: all ETCs shall provide lifeline and linkup benefits to any
applicant who self-certifies, under penalty of perjury, that his or her household is eligible
for public assistance under one or more of the following programs:

1. Temporary Assistance to Needy Families (TANF),
2. Food Stamps,
3. Low Income Home Energy Assistance Program (LlHEAP);
4. Medicaid, including KidsCare,
5. Supplemental Security Income;
6. National School Lunch Program, or
7. Federal Public Housing Assistance.

B. Income-Based Criteria: all ETCs shall provide lifeline and linkup benefits to any
applicant who certifies, with supporting documentation and under penalty of perjury, that
his or her household income is at or below 150 percent of the applicable federal poverty
guidelines upon annual publication by the u. s. Department of Health and Human
Services in the Federal Register.

1. income-based eligibility is based, in part, on household size. Therefore, an
applicant must certify, under penalty of perjury, the number of individuals residing in his
or her household

2. an applicant must certify, under penalty of perjury, that the documentation
supporting income-based certif ication accurately represents the applicant's annual
household income. The following documents, or any combination of these documents
are acceptable to support certification based upon income



N t

V;

a. prior year's state, federal or Tribal tax returns,
b. current year-to-date earnings statement from an employer or three

consecutive months of paycheck stubs,
c. Social Security Administration statement of benefits,
d. Veteran's Administration statement of benefits,
e. Retirement/pension statement of benefits,
f. Unemployment/Workers Compensation statement of benefits,
g, Federal or Tribal notice of participation in Bureau of Indian Affairs

General Assistance, or
h. Divorce decree or child support wage assignment statement.

C. Application: The application form for participation in lifeline and linkup benefits shall
be available from each ETC, the commission's consumer services division, and the
responsible agency, if one has been designated by the commission. Each completed
application shall contain the following information, where applicable:

1. applicant's name, telephone number and home address,
2 the particular public assistance program(s), if applicable, and identification of

the ETC that the applicant anticipates will provide service,
3. an affirmative statement that the applicant qualifies for lifeline or linkup

benefits,
4. an affirmative statement under penalty of perjury affirming that the applicant is

participating in one of the programs listed in R14-2-2203(A), or a statement
under penalty of perjury affirming that the applicant's household income is at
or below 150 percent of the federal poverty guidelines,

a. if the application is based on income criteria, a statement under
penalty of perjury that identifies the number of individuals residing in
the household and affirms that the documentation presented to support
income-based eligibility accurately represents the applicant's
household income,

5. an affirmative statement under penalty of perjury that the applicant is not
receiving lifeline benefits of any kind on any other telephone or wireless
account; and

` 6. the applicant's signature.
D. Document retention: the ETC and/or responsible agency shall retain eligibility
applications for three [3] calendar years.
E. Tribal land lifeline and linkup benefits: customers who live on Tribal lands and who
qualify for state lifeline and linkup benefits based on the program or income criteria set
forth in R-14-2-2203(A) and (8) are eligible to receive prescribed federal benefits. Such
federal benefits are not within the scope of, nor governed by, this rule.

R14-2-2204. Continuing Eligibility
A. Annual Verification: the continuing eligibility of customers for lifeline benefits shall be
verified annually.
B. Verification Methods: the ETC and/or responsible agency shall verify the continued
eligibility of lifeline customers under the program-based and income-based eligibility
criteria.

1. the ETC and/or responsible agency shall establish methods by which
program-based and income-based eligibility shall be verified on an annual
basis including, but not limited to, self-cedification, reviews of state computer
data bases, beneficiary audits, income documentation, or the continued
eligibility of a statistically valid sample of lifeline customers.
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F C. Termination Notices and Dispute Resolution: if a customer fails to establish
continued eligibility, the ETC and/or responsible agency shall notify the customer of its
intent to discontinue the customer's eligibility and the basis for that decision.

1. the eligibility termination notice shall be in writing and shall be delivered to the
customer's mailing address.

2. the eligibility termination notice must allow the customer at least 60 days to
demonstrate the continued eligibility consistent with this rule. The customer's
participation in lifeline service may not be discontinued during this 60-day
period.

3. the eligibility termination notice shall include a statement advising the
customer of the option to continue local telephone service after termination of
lifeline service benefits at the non-discounted rate.

4. if the customer fails to provide proof of continued eligibility as required, or the
ETC and/or responsible agency does not accept the customer's proof of
continued eligibility, the ETC and/or responsible agency shall notify the
customer in writing of its determination to discontinue the customer's
participation in lifeline benefits.. The notice shall include instructions for filing
an appeal of the determination.

5. if the customer disputes the non-eligibility determination, he or she shall notify
the ETC or responsible agency. If the customer is still unable to resolve the
dispute, he or she may appeal a non-eligibility determination within 60 days of
thedate of the notice from the ETC and/or responsible agency by filing a
written notice of appeal with the commission. Lifeline benefits will continue
pending an appeal of a non-eligibility determination.

R-14-2-2205. Lifeline And Linkup Benefits
A. Benefits: lifeline benefits provided by ETCs shall consist of basic service, or its
functional equivalent and any other lifeline benefits established by the federal
communications commission. ETCs shall provide linkup benefits in accordance with the
federal linkup program utilizing the eligibility criteria set forth in R14-2-2103(A) and (B).
B. Deposits: when customer security deposits are otherwise required, they will be
waived for lifeline service customers if the customer voluntarily elects to receive toll
blocking.
c. Nonrecurring Charge Waiver: lifeline customers will receive a waiver of the
nonrecurring charge for changing the type of local exchange usage service to lifeline, or
changing from flat rate service to message rate service, or vice versa, but only one such
waiver shall be allowed during any 12-month period.
D. Termination: lifeline benefits shall not be terminated for nonpayment of toll service.
E. Restrictions: a lifeline customer may receive lifeline and linkup benefits only for the
customer's principal service line.
F. Other Services: a lifeline customer will not be required to purchase other services
from the ETC, nor prohibited from purchasing other services, unless the customer has
failed to comply with the ETC's terms and conditions for those services.

fr

R-14-2-2206. Cost Recovery
The total cost of providing lifeline service, including the administrative costs of the ETCs and the
costs incurred by the responsible agency, shall be recovered and funded from the state rural
universal service fund pursuant to Article 12.
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1 I INTRODUCTION

2 Q: ARE YOU THE SAME DOUGLAS DUNCAN MEREDITH WHO SUBMITTED

3 DIRECT TESTIMONY IN THESE DOCKETS ON DECEMBER 1, 2009.

4 A: Yes.

5 Q: WHAT IS THE PURPOSE OF YOUR REPLY TESTIMONY?

6 A:

7

8

9

10

11

I firstprovidespecific answers to the 12 questions in Judge Rodda's September 29, 2009,

Procedural Order. I then respond to the testimonies of Staff witness Wilfred Shand,

Qwest witness Peter Copeland, Verizon witness Don Price, RUCO witness Ben Johnson,

and AT&T witnesses Debra Aron and Ola Oyefusi.l There are certain areas of these

testimonies that are either inaccurate or that could lead the Commission to draw an

erroneous conclusion in its determination in this proceeding.

12 II PROCEDURAL ORDER ISSUES

13 Q- IN YOUR DIRECT TESTIMONY DID YOU SPECIFICALLY ADDRESS THE

14 TWELVE ISSUES IDENTIFIED BY JUDGE RODDA IN HER SEPTEMBER 29,

15 2009 PROCEDURAL ORDER?

16 No. I believe my Direct Testimony covered all these issues, but so that ALECA's

17

18

position is clear, I have attached Exhibit DDM-Rl , which specifically answers each of

the 12 questions in the Procedural Order.

19 III REPLY TO STAFF

1 In the Matter of the Review and Possible Revision of Arizona Universal Service Fund Rules, Article 12 of the
Arizona Administrative Code, Docket No. RT-00000H-97-0137, In the Matter of the Investigation of the Cost of
Telecommunications Access, Docket No. RT-00000D-00-0672, Direct Testimony of Wilfred Shard, Jan 8, 2010
("Shand Direct"), Direct Testimony of Peter B. Copeland, Dec l, 2009 ("Copeland Direct"), Direct Testimony of`
Don Price, Dec. l, 2009 ("Price Direct"), Direct Testimony of Ben Johnson, Ph.D., January 6, 2010 ("Johnson
Direct"), Direct Testimony of Dr. Debra J. Aaron, Dec. l, 2009 ("Aron Direct") and Direct Testimony of Dr. Ola
Oyefusi, Dec. l, 2009 ("Oyefusi Direct").

A.
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91 Q: WHAT IS THE FIRST ISSUE YOU HAVE WITH MR. SHAND'S TESTIMONY

2 ON BEHALF OF THE COMMISSION STAFF?

3 A: First, Mr. Shard recommends that a revenue-neutral shift of intrastate-access revenues

4

5

6

7

8

9

10

11

12

should trigger a rate case for each ALECA member unless the ALECA member absorbs

the access-charge reductions.2 Mr. Shand suggests "Staff has no bona fide recent sense

of the financial condition of the other ALECA companies other than their assertion that

they need AUSF in order to survive the decline in access revenues."3 However the

ALECA members are regulated by this Commission and consequently the intrastate rates

of the ALECA members are presumed to be reasonable. Staff's recommendation would

tum this presumption on its head and effectively require that ALECA members prove that

existing intrastate rates are reasonable before they could receive rate relief to offset

access-charge reduction.

13

14

15

16

17

18

19

20

21

I do agree in a theoretical sense with Mr. Shand's statement that a "change to other rates

of the company could be made to offset the switched access charge reduction as long as

the change in rates was overall revenue neutral outside of a rate case."4 Of course, this

same reasoning supports receiving AUSF support in a revenue-neutral manner to offset

access-charge reductions. To state that other rate changes could offset access-charge

reductions, while not agreeing that AUSF support could serve the same purpose, seems to

be making a distinction without a difference. Adopting the ALECA proposal for

intrastate access reform outside ofa rate case is allowed by the Scares doctrine,5 and the

Commission's AUSF rules. Specifically, the "AUSF rules permit the Commission to

2 Shand Direct at Executive Summary 1-2.
3 ld. at 19:16-18.
4 Id. at Response to Issue 7 posed by the Administrative Law Judge, October I, 2009, ("Procedural Order").
(Emphasis supplied.)
5 Scares v. Arizona Corp. Comm 'n, I 18 Ariz. 531, 578 P.2d 612 (App. 1978).



1

Reply Testimony of Douglas Duncan Meredith
Arizona Corporation Commission
February 4, 2010
Page 3 of 11

1

2

authorize support with a filing under R14-2-103 or other method as the Commission may

prescribe."6

3 The question before this Commission is not one of authority or ability under its current

4 rules. The question raised by opponents of the ALECA intrastate access-reform proposal

5

6

7

8

(one of three proposals I presented in my Direct Testimony) is one of public policy. It

would be sound public policy to permit ALECA members to shift intrastate access

revenues from the current intrastate access-charge regime to a revenue-neutral AUSF

mechanism without the economic and administrative burdens associated with an

9 intrastate rate case. This maximizes the public benefit, while minimizing the burden on

10 ALECA members.

12

13

It would not be sound public policy to delay the public benefit of access reform and

require each ALECA member to endure a costly and time consuming rate case to perform

a revenue-neutral shift in revenues.7 Nor would this conserve the scarce resources of the

14 Commission, its Staff, RUCO, and other interested parties.

15 Q: WHAT ARE YOUR NEXT ISSUES WITH STAFF?

16 I found three apparent inaccuracies on Exhibit WMS-1 .

17

18

First, the exhibit shows Navajo Communications as concurring in Qwest rates. This is

not correct. Since the exhibit does not have a source, I was unable to determine exactly

19 how Staff made this finding.

20

21

Second, the exhibit lists Qwest rates and recognizes that transport is mileage sensitive,

yet for the mileage category exceeding 50 miles it is unclear how Staff calculated its

6 Id. at 13:27-l4:l. (Emphasis supplied.)
7 Staff presents another option where ALECA members "absorb access charge reductions" without any increase in
AUSF. This option is a non-starter for most ALECA members because the ability to continue to invest and maintain
their networks would be impeded by following this recommendation.
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'1

2

3

4

origination or termination rates per minute. I believe that the Qwest statewide composite

charge for intrastate switched access service exceeding 50 miles is $0.022 per rninute.8

It appears that Exhibit WMS-1 incorrectly calculates Qwest rates without taking into

consideration theaverage length of haul used in transport service.

5

6

7

8

Third, there are discrepancies between certain access rates listed in Exhibit WMS-1 and

the access rates for Frontier Communications of the White Mountains. The correct rates

are $0.024248 for the originating Carrier Common Line ("CCL") charge and $0. 104604

for the terminating CCL charge.9

9 Q:

10

STAFF SUGGESTS THAT SUBSCRIBER LINE CHARGES ARE USED IN THE

FEDEAL ARENA TO ELIMINATE INTERSTATE NON-TRAFFIC SENSITIVE

11 CHARGES. DO YOU AGREE WITH STAFF'S DESCRIPTION?

12

[3

14

15

16

17

18

Not entirely. Mr. Shard discusses the use of federal subscriber line charges and suggests

that a similar approach would eliminate the need for intrastate access recovery through

the AUSF. 10 Reform of rural federal interstate access involved more than increasing

end-user common line charges. Specifically, the Federal Communications Commission

devised a mechanism that increased the federal SLC and established a new federal

universal service mechanism-the Interstate Common Line Support-that provided for a

revenue-neutral shift of interstate access charges to a universal service program.

19 The use of universal service to reform access has been used in the federal arena for rural

20

21

carriers and by other state regulatory authorities to reform intrastate access. Exhibit

DDM-R2 is a copy of a recently released report from the National Regulatory Research

8 Meredith Direct at 7:1 1-2 l. I recommended that $0.022 per minute be the target rate for ALECA members,
ALECA members would be required to demonstrate using 2008 data that their composite intrastate access rate
would equal this amount. The remaining intrastate switched access revenue for 2008 would be shifted to the AUSF.
9 Frontier Communications of the White Mountains Access TarillfNo. l, Section 3.8, It Revised Page i 10.
'°  Shand Direct at 4:5-I4.
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1

2

3

4

5

6

7

Institute ("NRRI") entitled "State High Cost Funds: Purposes, Design and Evaluation."

NRRI surveys the high-cost funds various states have established to support coniers

serving high-cost areas. The New Mexico Rural USF and the South Carolina Interim

LEC Fund are especially noteworthy examples of state funds that have acted to replace

carrier revenues in connection with access reform. 11 They are very similar to the

ALECA proposal, which provides a streamlined method for this Commission to reform

intrastate access charges in a revenue-neutral manner.

8 Q: STAFF OPPOSES USING THE AUSF TO DEFRAY THE COSTS OF HAVING

9

10

THE ARIZONA DEPARTMENT OF ECONOMIC SECURITY (c¢ADEs")

CENTRALLY ADMINISTER THE LIFELINE AND LINK-UP PROGRAMS; DO

11 YOU AGREE?

12

1\

\ 13

14 It appears that Mr. Shand has misinterpreted who would be the ultimate

15

No. Mr. Shard claims that incumbent LECs would benefit by $38M annually if DES

centrally administered Lifeline and Link-Up and automatically enrolled qualified

applicants. 12

beneficiaries.

16 Mr. Shard appears to be relying on a report entitled "The Report and Recommendations

17

18

of the Eligible Telecommunications Carriers on Lifeline and Link-Up Issues," which

states that centralized administration and automatic enrollment of Lifeline and Link~Up

19

20

would bring 400,000 new enrollees into the program and "... over $38M in annual

federal aid into the State of Arizona for the benefit of low-income consumers."'3

21

22

However, it is important to recognize that the federal support in the form of lifeline and

link-up funds would flow directly to the end-user customer, not the ILECS.

ll See Exhibit DDM-R2 - NRRI, "State High Cost Funds: Purposes, Design, and Evaluation" at pages l 19-121 and
128-130.
12 Shard Direct at 26: l~12.
13 "The Report and Recommendations of the Eligible Telecommunications Carriers on Lifeline and Link-Up Issues,"
Docket No. T-00000A-05_0380, December 21, 2005, at page 12. (Emphasis supplied.)
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1

2

I strongly recommend the Commission adopt the centralized administration program I

explained in my Direct Testimony. There is no downside and all parties would benefit.

3

4

REPLY TO QWEST

5

6

7

8

9

10

11

12

QWEST MAINTAINS THAT IT RECEIVES NO FEDERAL SUPPORT FOR

SERVING RURAL CUSTOMERS IN AR1zonA;"' IS THIS AN ACCURATE

3

14

15

16

STATEMENT?

No. Based on the Universal Service Administrative Company's latest projections for the

first quarter of 2010, Qwest is projected to receive $1 IM annually of federal high-cost

support in the form of Interstate Access Support ("IS"). 15 These funds are to be used to

offset Qwest's costs to serve rural Arizona. When the FCC adopted the Coalition for

Affordable Local and Long-Distance Services ("CALLS") plan, Qwest-and other

primarily non-rural carriers regulated under a price cap mechanism for interstate

purposes-received IS to offset interstate access-rate reductions. IS support was

designed to help offset decreases in interstate access charges adopted by the FCC for

price-cap carriers. Of particular interest, the IS support was provided without requiring

any sort of earnings tests or rate-case filings.

17

18

19

20

21

22

Q: DO YOU AGREE WITH QWEST'S PROPOSAL TO ESTABLISH A LOCAL

RESIDENTIAL RATE BENCHMARK RATE AT 125% OF THE STATEWIDE

AVERAGE?

No, there is no need for this benchmark. While individual ALECA member's rates range

above and below the proposed benchmark, the composite local rate of ALECA is already

comparable to the statewide average for local residential service. The composite rate for

Copeland Direct at 3: 10-1 1.
l'> Universal Service Administrative Company, http://www.universalservice.org/about/governance/fcc-
filings/2010/quartenl.aspx, High Cost Support with Capped CETC Support Projected by State by Study Area, HC-
01 .

IV

Q:
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2

3

4

local residential service for ALECA members is $12.91. The weighted average

residential retail rate of ILE Cs in Arizona is $13.16. The ALECA weightedaverage rate

is 98 percent of the statewide rate-without accounting for local calling scope. The

current ALECA average rate is comparable to the Arizona statewide average.

5

6

7

8

9

10

Q: SHOULD ALECA MEMBERS WITH RATES LOWER THAN 125% OF THE

STATE-WIDE AVERAGE BE REQUIRED TO INCREASE RATES TO THE

RECOMMENDED BENCHMARK?

14

No. When analyzing local rates, a critical factor to be considered is the local calling

scope or toll-free calling available to the customer for the local service rate. Qwest is the

largest urban carrier in the state and provides service to areas such as Flagstaff; Phoenix,

and Tucson. Qwest's highest urban rate is $13. l8. The ALECA members with local

service rates below the benchmark proposed by Qwest serve rural areas in Arizona such

as Bullhead City, Bonita, Clifton, Colorado City, Supai, and Salome. The local calling

area for these rural customers is not comparable to that available to Qwest's customers,

15

16

17

18

19

20

r

21

22

It would be unfair to require ALECA member's customers to pay 125% of the statewide

average rate. In addition to being affordable, local rates should be comparable for similar

services The Federal Telecommunications Act of 1996 ("Act"), for example, states that

quality services should be available in high-cost areas at just, reasonable, and affordable

rates. The Act also suggests local rates should be reasonably comparable to rates charged

in urban areas for similar services. The rates in effect today for the ALECA companies

align with this public policy. Requiring ALECA members to raise their local-calling

rates would require their customers to pay more for less.
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11

2

Q: WHAT DO YOU THINK OF QWEST'S CONTENTION THAT HIGH COST

FUNDING FOR LOOPS IS AVAILABLE THROUGH THE CURRENT AUsF?"

3

4

5

6

7

8

9

10

11

Currently, funding from the AUSF has only been available to companies after they

submit to the protracted and costly rate case process detailed in ACC Rule R14-2-103 .

This requirement is a major hurdle to companies operating in rural and remote areas of

the state, as evidenced by the fact that only one company has ever gone through the

process to receive support in the history of the AUSF. The method proposed by ALECA,

using the information provided for the federal High Cost Loop Support algorithm is

readily available and would provide~sufficient accountability prior to the approval of

AUSF funding for loops. This would result in a more reasonable process and an increase

in funding where Ir is needed most-in rural and remote areas.

12 V
/.»

13

14

15

16

17

18

19

20

21

22

23

Q:

REPLY TO VERIZON

DO YOU AGREE WITH VERIZON'S SUGGESTION THAT ANY REVENUE

LOSS DUE TO STATE ACCESS REFORM SHOULD BE RECOVERED FROM

EACH COMPANY'S END-USER CUSTOMERS THROUGH RETAIL PRICING

FLEXIBILITY?"

No. Adoption of Verizon's recommendation would result in unreasonably high local

rates for the ALECA companies. The current composite ALECA local rate is $12.91 per

month. Recovering the lost state access revenue from end-user customers without AUSF

funding, would require ALECA to increase its composite rate by $10.74. This would

result in a monthly composite rate of $23.65, which far exceeds the weighted residential

retail rate in Arizona. This would be a far greater increase than the one proposed by

Qwest, so it would make even less sense.

r.

16 Copeland Direct at 9:21-22.
Iv Price Direct at 4:2-3.
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1 Q: DO YOU AGREE WITH VERIZGN THAT EXPANDING THE AUSF IS NOT

THE PURPOSE INTENDED BY THE COMMISSION?2

3

4

A:

5

6

7

No. Expanding the AUSF to allow for a revenue-neutral draw of support will serve the

very purpose for which it is intended-to keep local rates affordable. The purpose of the

AUSF is to keep local rates from exceeding an affordable local benchmark as determined

by the Commission. As noted in my response above, expanding the AUSF is necessary

to maintain reasonable local rates for the ALECA members.

8

9

10

11

12

Q: DOES VERIZON RECEIVE ANY FORM OF HIGH COST SUPPORT?

113

14

Yes. In reviewing USAC's latest projections for the first quarter of 2010, Verizon is

scheduled to receive over $225 million nationwide in annual federal support, and over

$458,000 of annual federal support in Arizona alone. is Verizon and other price-cap

carriers receive Federal IS support to offset interstate access rates associated with the

FCC's CALLS Order. As I mentioned earlier, Verizon received this support without

undergoing any earnings reviews or tiling any rate cases.

VI

Q:

REPLY TO RESIDENTIAL UTILITY CONSUMER OFFICE (RUCO>

DR. JOHNSON CONTENDS THAT AT&T AND OTHER INTEREXCHANGE

CARRIERS ARE CLAIMING THAT THEY SHOULD BE ALLOWED TO USE

LOCAL NETWORKS FOR FREE; IS THIS ALECA'S POSITION?

15

16

17

18

19

20

A:

21

22

23

No. As I presented in my Direct Testimony, ALECA's position is that its members'

intrastate switched access rates should be reduced to the level of Qwest's intrastate

composite access rate level, not eliminated altogether, and that the consequent reduction

in intrastate revenue should be offset by drawing on the AUSF. I also described the

significant policy benefits from taking this important step to bring the ALECA members'

18 Universal Service Administrative Company, http://www.universalservice.org/about/govemance/fcc-
filings/2010/quarter-1 .asps, High Cost Support with Capped CETC Support Projected by State by Study Area, HC-
01 .

I I I I IIII I 11-1-1--111--
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1

2

intrastate per minute switched access rate composite to the level of Qwest's composite

intrastate per minute switched access rate.

3

4

Q: DR. JOHNSON ARGUES THAT THE MORE USERS A NETWORK LINKS

TOGETHER, THE MORE VALUABLE THE SERVICE IS FOR EACH AND

5

6

7

8

9

10

A:

EVERY USER; DO YOU AGREE?

Yes. Keeping ALECA's rural telephone customers on the network is exactly why AUSF

support is needed to replace the revenue lost from reducing intrastate access rates and

help defray the high costs of rural service. Not only would ALECA's rural subscribers

benefit from such AUSF support but their urban counterparts would also benefit by being

able to continue to reach and be reached by rural users.

Q: DR. JOHNSON CLAIMS THAT TECHNOLOGICAL IMPROVEMENTS AND

INCREASING SCALE ECONOMIES HAVE RESULTED IN SHARP

REDUCTIONS IN PROVIDING MOST TELECOMMUNICATIONS SERVICES;

DO YOU AGREE?

12

13

14

15

16

17

18

19

20

21

No, this has not been ALECA's experience. Although switching costs have fallen with

technological advances, the costs of placing aerial and buried cable and constructing

outside plant structures have increased. Because of lower population densities, cable and

plant costs are also proportionately higher for ALECA's members. One mile of cable

could serve hundreds if not thousands of customer in Qwest's urban areas. By contrast,

one mile of cable may well serve far fewer than a hundred customers, even as few as one

customer per mile.

22

t

23

24

Dr. Johnson also ignores how competition is eroding revenues. Like similar incumbent

LECs all across the country, ALECA member companies have lost access lines to

competitors (e.g., wireless carriers and VoIP service providers). At the same time, the
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1

2

high fixed costs of local telephone service in a specific geography have not fallen as

quickly (if at all) as line losses, thereby tending to raise the cost per access line.

3

4

5

6

7

8

9

10

11

Q: DR. JOHNSON RECOMMENDS THE COMMISSIONLOOK CLOSELY AT

HOW THE GROWTH IN UNREGULATED SERVICES AFFECTED THE

SHARE OF NETWORK COSTS BORNE BY REGULATED, INTRASTATE

sERvIcEs;" DO YOU AGREE?

No. The FCC has prescribed elaborate rules for allocating incumbent LECs' accounting

costs between regulated and unregulated activities." ALECA's member companies

participating in these proceedings all comply with these FCC's rules. Therefore any non-

regulated activities of the ALECA members have already been removed and should not

be a factor in this proceeding.

12

13

14

15

16

17

18

19

20

VII

Q:

REPLY TO AT&T

DRS. ARON AND OYEFUSI RECOMMEND BENCHMARK RATE

MECHANISMS IN CONJUNCTION WITH ACCESS RATE REFORM. DO YOU

AGREE WITH THEIR ANALYSIS?

No. As I said in my Direct Testimony, establishing a revenue benchmark is not

necessary to begin intrastate switched exchange access reform in Arizona. A revenue-

neutral shift of revenues from intrastate access to a high-cost universal service fund

provides for expedited reform, without adding complications related to establishing a

benchmark.

21

22

Q: DOES THIS CONCLUDE YOUR REPLY TESTIMONY?

A: Yes.

19 Johnson Direct at 29: l l-13:21 -25.
20 See 47 CFR Part 64.
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Procedural Order Issues List

1. What carriers should be covered by access reform?

The focus of these dockets should be preserving and promoting the widespread availability and
affordability of basic local exchange service in the territories of rural ILE Cs in Arizona.
Consequently, narrowing the disparity between ALECA members' intrastate and interstate
access rates in a revenue neutral manner should be the Commission's first priority. However,
ALECA is not opposed to addressing CLEC access charges in these dockets, provided doing so
does not distract from the primary focus. ALECA has proposed using Qwest's intrastate access
rates as a target of access reform for its member companies and acknowledges it may be more
appropriate for Qwest's access rates to be the subject of a separate proceeding.

2. To what target level should access rates be reduced?

Assuming revenue-neutral replacement financed through the AUSF, bringing rural ALECA
members intrastate access rates into equality with Qwest's intrastate access rates is an important
step in eliminating the wide and ever widening disparity between ALECA members' interstate
and intrastate rates, however, eliminating the CCL rate element is also an important step in the
right direction.

3. What procedures should the Commission implement to achieve the desired
reduction in access rates?

ALECA recommends the Commission adopt ALECA's recommendations and then institute a
rule-making, as needed, to approve the proposed rules filed with ALECA's direct testimony.

4. Should carriers be permitted to contract for access rates that differ from their
tariffed rates?

Yes, provided the terms and conditions of the individual contracts do not discriminate against
other carriers.

5. What revenue sources should be made available to carriers to compensate for the
loss of access revenue?

The central issue in this proceeding should be the preservation and promotion of basic local
exchange services provided by rural ILE Cs in Arizona. Any revenue reduction not recovered
from local rates should be compensated by the AUSF. The areas served by the ALECA
members are predominately rural and costly to serve. The foregone state access revenues must
be replaced to enable rural carriers to continue investing and maintaining local exchange
facilities in these high-cost areas. Provided access reform is revenue neutral, there should be no
need for rural companies to file rate cases in order to recover lost revenues from the AUSF.

6. How much of access cost recovery, if any, should be shifted to end users? What
showing should be required for such a shift? What should be the role of
"benchmark" rates, and how should benchmarks be set?

Although this is not ALECA's recommendation, if the Commission finds that local rate increases
are considered a necessary element of access reform, the amount of access revenue reductions



E

shifted to end users should be based on the statewide average residential rate. ALECA proposes
that its members not be required to increase local residential rates higher than $11.84 per month,
which is 90 percent of the residential state-wide average rate (813. l6*0.90= $11.84). The role of
such a benchmark is to establish a reasonable local rate that ALECA members must charge or
impute, prior to receiving AUSF dollars. ALECA believes that 90 percent of the statewide
average is reasonable when calling scopes are considered. This is not a revenue increase,
therefore no earnings reviews or rate cases should be required prior to this local rate change.
Shifting local rates to the benchmark is the first step in a revenue neutral rate rebalancing
process.

The median number of access lines served by ALECA members is approximately 4,500. It is not
possible to raise local and other retail rates enough to compensate for the loss of revenue from
bringing intrastate access rates into equality with interstate rates. The customer base of ALECA
members is not even large enough to absorb a significant portion of the revenue shift required to
rebalance access rates on a revenue neutral basis. ALECIA-member local rates would increase
substantially, perhaps even double, if required to absorb the entire amount of the revenue lost to
move state access rates closer to interstate levels. ALECA members depend heavily on access
revenues and would experience significant economic hardship if rate rebalancing were not a
revenue neutral process.

7. Procedurally, what will be required of a carrier if it seeks a "revenue neutral"
increase in local rates?

Each carrier should be required to demonstrate the amount of revenue foregone from access rate
reductions using the access volumes from a base year as a starting point. The difference is the
amount each carrier would be entitled to recover from the AUSF.

8. Assuming that AUSF funds will also be used as a compensating revenue source,
what specific revisions (including specific recommended amendment language) to
the existing rules are needed to allow use of AUSF funds for that purpose?

ALECA proposed specific recommended AUSF rule amendments in its direct testimony.

9. Which carriers should be eligible for AUSF support?

ALECA has proposed revenue-neutral access reform for rural ILE Cs and support for high-cost
loops similar to the FCC's High Cost Loop program, both financed through the AUSF.
Accordingly, ALECA's preferred position is that the Commission confine access revenue
replacement and high-cost loop support to rural carriers as defined by the Telecom Act of 1996.

Alternatively, ALECA is not opposed to allowing CLECs and wireless carriers access to the
AUSF for high-cost loop support purposes to the extent that they serve customers within the
service territory of rural ILE Cs, provided they obtain ETC designation and any support is based
on their own costs.

Carriers that do not have public service obligations consistent with universal service objectives
should not receive support.

10. What should be supported by the AUSF? Access replacement only? High cost
loops? Line extensions? Centralized administration and automatic enrollment for
Lifeline and Link-Up?

i
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The AUSF should be utilized for revenue-neutral access replacement and to support high-cost
loops. The ALECA members serve some of the most rural areas of the country and the AUSF
should naturally be used to ensure universal service to these areas. ALECA also supports the
recommendation of the industry ETC's, that the AUSF should pay the costs of centralized
administration and automatic enrollment.

The central issue in this docket is preserving and promoting the widespread availability and
affordability of basic local exchange service in rural Arizona. The AUSF should support basic
local exchange services, support intrastate access charge reform, and help defray the costs of
certain line extensions. The existing contribution from state switched access revenues defrays a
significant portion of the costs ALECA members incur supplying basic local exchange service in
rural Arizona. In fact, the ALECA members' financial survival depends on access-charge
revenues. Any state access reduction must be offset with an increase in AUSF and/or local rates.
This revenue-neutral offset is critical to the ALECA member's ability to maintain universal
service obligations. High-cost loop support provides ALECA member companies with the
ability to extend facilities to serve rural residents. As the rural ALEC's cost per loop increases in
relation to the national average, or federal loop support declines, ALECA's proposal will provide
rural ILECS with greater support. Finally, ALECA believes automatic enrollment of Lifeline
and Link-Up is the most effective means of reaching qualified households. The AUSF should be
used to fund the centralized administration required to achieve this objective.

11. What should be the basis of AUSF contributions and what should be the structure
of any AUSF surcharge(s)?

I

All carriers providing intrastate retail telecommunications services should contribute to the
AUSF. The surcharge would be based on the ratio of each carrier's intrastate retail revenues to
total intrastate revenues provided by all carriers. Should the FCC change its USF financing
mechanism to a connections-based contribution factor, ALECA recommends this Commission
adopt a similar funding mechanism for the AUSF.

While ALECA also finds the current three-part AUSF surcharge mechanism broad-based and
equitable, it is apparent from experience in other states that in-state toll revenues represent a
declining source of contributions to state programs. Secondly, a revenue-based surcharge may
be viewed as .superior from the standpoint of competitive neutrality.

12. Any other specific revisions to the AUSF rules?

ALECA attached proposed rule amendments to its Direct Testimony.

I II III I 1111-
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Executive Summary

Universal service remains a concern of state legislatures and commissions as policy
makers seek to maintain ubiquitous and affordable basic telephone service. One strategy is to
establish a high cost fund to provide support for carriers serving high-cost areas. This report
focuses on these state funds, analyzing the steps involved in establishing and maintaining them.
The report, which is intended for state commissions and state legislatures that are considering
adopting a fund, explains why these funds typically have been created and discusses how those
varying purposes are reflected in support mechanisms. The report is also intended for states that
already have such funds but are considering changes to improve their function or effect. States
also use other universal service programs such as Lifeline and school and library programs, but
those programs are not the subject of this report.

The authors base their findings on the experiences of the twenty-one states that currently
operate high cost funds, as well as on insights provided by states that do not. Information for the
report was gathered from a survey of commissions in all 50 states, the District of Columbia, and
the Virgin Islands, from interviews with commission staff at the twenty-one states now operating
high cost funds, and from independent analysis of state statutes, rules, and decisions. Overviews
of each of the twenty-one high cost funds are provided in Appendix B of the report.

Several factors influence the need for a state high cost fund:

I

The status of competition in the state. Wireless and VoIP providers are winning
subscribers from Incumbent Local Exchange Carriers (ILE Cs). These are often
subscribers in competitive low-cost areas or high-volume business users. Losing such
customers increases the ALEC's average cost of serving its remaining customers. Support
from a high cost fund can help ensure affordable rates for customers in the high-cost
areas in which there is no robust competition.

Continued importance of ILE Cs. While a network without ILE Cs can be imagined, for
the foreseeable future [LECs will continue to play a unique role, often functioning as a
carrier of last resort and providing essential carrier-to-carrier services. ILEC failure
would create hardships for subscribers and other carriers.

Erosion of traditional revenues. ILE Cs have three main revenue streams: subscriber
revenues, intercarrier revenue, and federal universal service support. Each of these
revenue streams faces risk. Subscriber revenues are declining because of competition.
Intercarrier revenue is decreasing because of declining volume and regulatory decisions
that lower rates. Possible reductions in federal universal service present a business risk to
ILE Cs that serve high-cost areas. Some states have established high cost funds to replace
some of these lost revenues.

Erosion of implicit support Local rates, especially rural local rates, have traditionally
been kept low through implicit support mechanisms like urban-to-rural support sows,
toll-to-local support flows, and business-to-residential support flows. Competition has
put pressure on all of these support flows. A high cost fund can replace some of these
support flows.

iii
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The distribution of costs across the state. Small wire centers, which are often rural, incur
higher costs than large wire centers. While a state with a homogeneous distribution of
costs across its wire centers would not be likely to need a high cost fund, a state with a
combination of high-cost and low-cost areas could benefit from a fund that would
provide support to the high-cost areas.

Once a state decides to establish a fund, a fundamental issue is which carriers will be
eligible for support. Some states define eligibility by classifying carriers. Several states, for
example, have limited support to rural ILE Cs. Other states, following the federal model for
designating Eligible Telecommunications Carriers (ETCs), determine eligibility through a
designation process, using a list of supported services and often asking carriers to demonstrate or
attest to their ability to fulfill specific functions.

Competitive carriers are not always eligible to apply for high cost support. Some states
specifically exclude them. In several states, competitive carriers have chosen not to apply for
designation. If a state decides to make competitive carriers eligible to receive support, an
important consideration is how that support will be calculated. A few states base a competitive
carrier's support on the carrier's own costs, other states follow the identical support rule and base
support on ILEC costs. Following the identical support rule can lead to a much larger fund size.

The twenty-one states that currently have high cost funds use (or have considered using)
four modes to distribute state support:

• Hold-harmless mode: This mode seeks to minimize the financial impact of regulatory
change on a carrier, or category of carriers. States have created high cost funds to replace
revenues lost as a result of access charge reductions or changes in regulatory rules. Some
states limit the amount of support provided by establishing benchmark rates for local
service. The amount of support is decreased by the amount of revenue a carrier can
realize by raising local rates to the benchmark.

• Cost-based mode: This mode provides support to help defray the cost of providing
service in high-cost areas. Support is calculated using either embedded costs or forward-
looking costs. Some states use an embedded-cost approach for rural carriers and a
forward-looking cost approach for larger, non-rural carriers. As with the hold-harmless
approach, many states limit support through the use of benchmarks for local rates. A
major issue is whether to include costs related to broadband infrastructure.

Bill credit mode: Carriers provide explicit bill credits for customers who would
otherwise pay retail rates above a specified benchmark. The high cost fund then
reimburses the carriers for the bill credits.

• Auctions: Support is determined through competitive bidding. No state has as yet
formally adopted this approach.

Contributions to high cost funds are collected through ad valorem surcharges on retail
telecommunications services, with virtually all states with high cost funds levying those
surcharges on intrastate services only. (Appendix D discusses the issue of applying surcharges

iv
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to total revenues.) About half of the states with high cost funds levy the surcharge on carriers'
retail revenues, or gross receipts, while the other half apply the surcharge on customers' retail
charges. Typically, ILE Cs, wireline competitive carriers, and interexchange carriers are
contributors to high cost funds. Wireless providers and fixed VoIP providers are required to
contribute in some states. The issue of whether nomadic VoIP providers should contribute is
unresolved.

A few states administer their high cost funds internally, giving that task to the regulatory
commission or a combination of state agencies. Most states turn to an external agency (either an
industry coalition or a third-party administrator) to be the fund administrator and custodian.

States considering whether to establish a high cost fund should consider the following
questions:

•

•

•

•

•

•

•

•

•

Is a fund needed?
Is there legal authority for a fund?
What are the fund's goals?
What services, providers, and facilities should be supported?
What distribution mechanism is best?
Are controls needed over fund size?
How will funds be collected?
Who will administer the fund?
How will the fund be evaluated and made accountable for results?

Competition, technological advances, and shifts in consumer preferences have all
weakened some of the tools that states have traditionally used to maintain ubiquitous and
affordable local telephone service. The authors hope this report will provide insights for
policymakers and practitioners seeking to find new mechanisms to address their universal service
goals.

V
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£9 State High Cost Funds:

Their Purposes, Design, and Evaluation

1. Introduction and Background

A. Purpose and scope

"Universal service" is a broad concept with many meanings. This paper covers only the
principal definition: state-supervised mechanisms for collecting and distributing funds with the
aim of supporting telecommunications services in high-cost areas. Common goals are to ensure
that basic telephone service is ubiquitous and adequate in rural areas and that rates for basic
service are affordable. Many states maintain funds that provide support for other kinds of
universal service programs, including Lifeline programs for low income customers and support
for schools and libraries. Those non-high-cost programs are beyond the scope of this paper.

This report is intended for state commissions and state legislatures that are considering
adopting a state universal service fund to support telecommunications services in high-cost areas.
The report explains why state high cost funds typically have been created and how those varying
purposes are reflected in high cost support mechanisms. The report also discusses the means of
obtaining revenues for such funds, as well as how funds can be best administered and evaluated.

The report is also intended for states that already have such funds but are considering
changes to improve their function or effect. Even where a state is not actively considering
establishing a new program or changing an existing program, this report aims to provide
information about when and how such programs might become necessary.

B. The survey and interviews

During the first four months of 2009, the authors distributed a survey to the commissions
in the fifty states, the District of Columbia, and the Virgin Islands. We used two survey
instruments, a detailed form for states with high cost funds and a briefer form for other states.
We asked about how the programs operate, whether the states have concerns with their current
programs, and whether they operate other universal service programs.

Of the 52 commissions contacted, 46 states, the District of Columbia, and the Virgin
Islands responded to the surveys.l We conducted interviews with responsible staff in all the
states with state high cost funds. The findings below are based on these survey responses and
interviews as well as on independent research into state statutes, rules, and decisions.

Delaware, Hawaii, Louisiana, and Texas did not participate in the survey. Texas has a
high cost fund, and the authors conducted a lengthy interview with staff of the Public Utility
Commission of Texas.

1
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State Year established. .

& s .

334

Alaska 1999

Arizona 1989
Arkansas 1997
California 1988 (A Fund);

1996 (B Fund)
Colorado 1990

Idaho 1988
Illinois 2001

Indiana 2007
Kansas 1997

Maine 2002

Nebraska 1999

Nevada 1995
New Mexico 2006 earlier fund in 1987

Oklahoma 1996
Oregon 2000
Pennsylvania 2000

11. Overview of State High Cost Funds

A. States with funds

High cost funds consist of mechanisms for collecting money under authority of law and
other mechanisms to distribute those funds to support ubiquitous, adequate, and affordable voice
service in high-cost areas. Collection mechanisms include surcharges of varying types on
telecommunications services, including retail surcharges on end users, surcharges on the
revenues of providers, per-line charges on Local Exchange Carriers (LECs), and per-minute
charges imposed on Interexchange Carriers (Ixc5).2

The following pages cite illustrative experiences of selected states. Appendix B contains
detailed descriptions of the procedures and policies followed by the twenty-one states that
operate high cost funds. The states with high cost funds are listed in Table l.

Table 1. States with High Cost Funds

High cost funds differ from pooling arrangements. In pooling arrangements a rate for a
specific service (or for specific services), such as toll or access charges, is based on the total
relevant costs of all the carriers who provide the service and are members of the pool. The
carriers all bill the established rate and report the resulting revenue to the pool. Each carrier's
share of the resulting revenue is then distributed based on the carrier's costs. In a high cost fund,
designated categories of service providers pay into a fund from which only those carriers that
meet specific eligibility requirements can receive support.

2
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State Year established?
South Carolina 2003
Texas 1987
Utah 1997
Wisconsin 1996
Wyoming 1997

1

Most of the funds were set Lip after the passage of the federal Telecommunications Act of
1996 (TA96). California's "A Fund" and funds in Arizona, Colorado, Idaho, Nevada, and Texas
were created before 1996.4 About half of the funds were created between 1996 and 1999. Seven
states created funds in 2000 or thereafter. Indiana created the newest fund in 2007.

Twelve state funds were created directly by statute or by the commission acting under a
statutory mandate (three states and the California B Fund). The California A Fund and the
Alaska, Arizona, Indiana, and Pennsylvania funds were established by state commission
initiative.

B. States without funds

Twenty-nine states, the District of Columbia, and the Virgin Islands do not have state
high cost funds. Twenty of those states, the District of Columbia, and the Virgin Islands
reported that they had considered, but had not established, such a fund. The most commonly
reported reason for rejecting a fund was the absence of a perceived need.

The Michigan Telecommunications Law specified that the state commission
should establish a high cost fund only if it could be demonstrated that the long-run
economic cost of providing service would exceed the affordable rates for a
supported service. None of the carriers in the state subsequently claimed that this
condition was satisfied.

In North Carolina, the state commission in 1998 initiated a proceeding regarding
universal service. At the request of two incumbent local exchange carriers
(ILE Cs), the commission suspended that proceeding. No one has subsequently
asked that the matter be reconsidered.

3 Information about the Texas high cost fund was collected through a lengthy interview
with commission staff

4 New Mexico established a state fund in 1987 that never distributed support. New
Mexico established its current fund in 2006.

3
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Some states that do not have high cost funds have established other mechanisms to
achieve some of the objectives of a high cost fund.5 These mechanisms continue to rely on
intrastate access charges imposed on 1xcs' as a means of providing implicit support to high-cost
local telephone companies.7 In some states these access charge revenues are pooled and a
common rate is charged, while in other states the LECs charge company-specific rates.
Kentucky and Washington use intrastate access surcharges rather than explicit payments to
support high-cost areas.

As another example, the New York commission created an interim mechanism in 2003 to
help carriers transition away from an intrastate access settlement pool.8 The New York
Transition Fund provides cost-based support to three small ILECs.9 At this writing, New York
no longer collects funds for this program, although the fund balance will not be depleted until
2011. The New York commission has opened a proceeding to consider establishing a statewide
high cost fund.'0

c. Recent changes to high cost funds

Our survey asked states with high cost funds whether they had made substantive changes
to their funds during the last three years. Only a few reported making such changes.

• Arkansas reported that it had shifted its distribution calculation from a hold-
harmless approach to a cost-based approach.l 1

California, Kansas, Nebraska, and Pennsylvania reported changing the surcharge
amounts levied on fund contributors. California lowered the surcharge amount

5 These state commissions do not consider these mechanisms to be high cost funds. We
agree with that characterization because no charge is imposed on retail lines or retail customers.

6 "Access charge" in telecommunications means a per-minute charge imposed by a LEC
on an INC to originate or terminate a toll call on the LEC's network and for which the INC has
the right to bill the customer.

7 See section lII.B.2 for a discussion of access charges as a source of implicit support.

8 This pool allowed ILE Cs to pool revenues and costs associated with providing
intrastate toll services.

9 Other petitions are pending.

10 Case No. 09-M-0527. New York also has a Targeted Accessibility Fund to provide
support for state Lifeline, E911, public interest pay phones, and telecommunications relay
services.

11 See section IV for an explanation of the hold-harmless and cost-based approaches.
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for its B Fund and greatly reduced support to its larger "non-rate-of-return"
carriers.l2 Nebraska decreased its surcharge temporarily.

Colorado simplified its process for determining the support provided to smaller
"rate-of-return" carriers, replacing a process requiring general rate cases with a
streamlined data collection process.

In 2009, several other states were considering changes to their funds. Some states are
contemplating changing the size or focus of the fund, with some states considering fund
expansions, while others are considering measures to limit fund size.

• Alaska is considering whether to use its fund to help cover common line costs for
carriers of last resort.

California is considering ways to make its B Fund (which provides support to the
larger, non-rural carriers) more competitively neutral, including the use of reverse
auctions.

• Colorado has been holding workshops as a precursor to issuing an NPRM that
could decrease the size of that fund.

Pennsylvania is considering fund expansion to keep rural rates affordable and is
also considering requiring contributions from wireless and VoIP providers.

Hz California's B Fund rate in 2005 was 2.60%. The most recent rate is 0.38%.

r
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111. Factors Influencing the Need for a State High Cost Fund

Federal laws and policies affect virtually every aspect of state universal service programs.
Section 254 of TA96 is a keystone. It recognizes the states' authority to craft and implement
their own universal service plans. Indeed, Section 254 states that there "should be" both state
and federal support mechanisms to preserve and advance universal service.13 The courts have
also recognized the need for a partnership between state and federal universal service
programs."

TA96 also imposes limits. State mechanisms cannot "rely on" or "burden" federal
. . . 15 . . .

universal service support mechanisms. In addition, state mechanisms to collect funds for
. . . . . . 16

universal service must be "equitable and nondxscrimxnatory."

A. Competition and the importance of ILE Cs

The primary goal of universal service has been to keep quality local telephone services
available to all customers at reasonable rates. Historically, state commissions achieved this goal
using a variety of mechanisms that allowed ILE Cs to reduce the monthly local exchange rates
they charged to residential customers. Increasingly over time, support from the FCC became an
important mechanism to support universal service as well.

Local exchange competition has dramatically changed the traditional ILEC landscape.

Wireline local exchange competition began in the 1990s and became national
policy with the passage of the Telecommunications Act of 1996. The new
competitive local exchange carriers (CLECs) focused on local markets that
included high volume subscribers and customers who could be served at low cost.
CLECs have been most successful in limited geographic areas where costs are
low and business customers are concentrated.

Cable television systems, beginning in the early 1970s, built cable transmission
and distribution facilities in the more densely populated portions of ILEC
territories. By the mid-2000s, many cable companies had upgraded their
networks to provide higher digital capacities. This made it possible for cable
companies to offer Voice over Internet Protocol (VoIP) service, giving many
customers a landline alternative to the ILEC for voice service. The new VoIP

13 47 U.s.c.§254(b)(5).

14 Qwest Corp. v. FCC, 258 F.3d 1191, 1203 (2001).

15 47 u.s.c. §254(f).

16 Id.

6

L



i 1

service was offered, however, only in areas where the cable companies already
had networks, generally the more densely populated areas.

Wireless services have been successful competitors for local exchange service, far
beyond what Congress anticipated in 1996. Although many American homes
now have wireline and wireless devices, an increasing proportion are wireless-
only households. Nevertheless, the wireless choices for many rural customers are
limited and the wireless service quality is not always reliable.

With competition, some of the traditional mechanisms for managing local rates lost their
effectiveness. Some mechanisms began to appear positively harmful. These competitive
changes prompted more than a dozen states to replace traditional universal service mechanisms
with new high cost funds aimed at the same universal service goals.

Even with competition, ILE Cs have retained a unique role in universal service. Many
states make ILE Cs exclusively eligible to receive support from their high cost funds. This
reflects an understanding, sometimes implicit, that ILE Cs continue to be different from
competitive providers.

6;

One can imagine a competitive market in which lLECs no longer play a unique role.
Consider a case in which a state has found that each of the state's citizens has facilities-based
telecommunications service available from multiple providers. All of those services are reliable
and adequate. All prices are affordable. Suppose further that the state has found that each
provider's network operates independently and without any essential dependencies on any other
network or "linchpin" provider. Under these circumstances, a state might seriously consider
abandoning all concerns for the survival of a single competitor. If an ILEC were to fail, that
failure would create only a minor disturbance in an otherwise smoothly functioning system of
interconnected telecommunication networks. Under these facts, to give special consideration to
ILE Cs or any other competitor would be unnecessary, possibly even harmful.

Today's telecommunications network differs in two ways from that hypothetical case.'7

Competitive carriers do not serve ubiquitously. In most states, facilities-based
wireline competition is limited to enclaves with higher population densities,
concentrations of business customers, or both. Wireless service is more
widespread than wireline, but even it is usually unavailable or unreliable in
remote and mountainous areas. In contrast, most state commissions consider

In many states competitive carriers do offer local exchange service through resale of
ILEC service or purchase of unbundled network elements from ILE Cs. That, however, does not
make the competitive carrier independent of the ALEC's network.

17 See Bluhm and Bernt, Carriers obLast Resort: Updating a Traditional Doctrine,
NRRI R€poI't 09-10 (2009).

18

1.

7



r

ILE Cs to be bound by Carrier of Last Resort (COLR) duties. ILE Cs must provide
retail service to all who request it, even in areas that are spumed by
competitors.I9 Moreover, ILE Cs have unique duties to retail customers such as to
offer specific rate designs, discounts to certain customers, and service quality
guarantees.

Telecommunications networks do not function independently. ILE Cs still have
unique carrier-to-carrier duties that are essential upstream inputs (linchpin
services) to other carriers, including special access (point-to-point) services,
central office collocation, interoffice transport, tandem switching, and operations
support systems_20

For these reasons, a business and operational failure by almost any ILEC today would be
likely to eliminate the sole voice service available to a substantial number of retail customers.
An ILEC failure would also likely cause secondary disruptions in retail services provided by
other carriers.

Competition is thus a two-edged sword for universal service. On the one hand, the
existence of competitors makes ILE Cs seem to be no more than one of several varieties of local
exchange service provider. From this perspective, it is inappropriate to focus universal service
policy solely on ILE Cs, and it is even less appropriate to provide subsidies to ILE Cs that cause
competitive harm to other providers. On the other hand, even with competition, the law
continues to impose important specialized duties on ILE Cs. From the latter perspective, a state
commission may legitimately concern itself with the rates charged by ILE Cs and may properly
take steps to ensure that ILE Cs survive economically.

Our survey shows that states have generally taken the second choice. Even as local
exchange markets have become more competitive, states continue to make ILEC rates and ILEC
survival a central goal of their universal service programs. Some states simply declare that only
ILE Cs (and in some cases only small rural ILE Cs) are eligible to receive that support. A few
states nominally authorize support to competitors, but they often establish qualifying standards
that have the effect of limiting support to these competitive carriers.

In sum, states considering high cost programs will want to evaluate the geographic extent
of competition. The findings can help the state commission to differentiate zones in which
competition is robust and where no governmental action is needed from "needy zones" where
government intervention is needed to ensure that quality local telephone services remain

There may be exceptions. In some states, ILE Cs have limited line extension
obligations. Customers who are located far away from the ILE Cs' facility may need to share a
portion of the construction costs.

19

20 Operations support systems are ordering, provisioning, and billing systems that allow
competitors to purchase services from the ILEC using computerized interfaces.

of
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available to all customers at reasonable rates. Where a government program is needed, the role
of the ILEC remains a key issue.

B. [LEC revenues

A state legislature or commission evaluating that state's need for a high cost fund should
evaluate the business risk to lLECs. ILE Cs generally have three major sources of revenue. Each
source affects ILE Cs differently. Each generates different kinds of risk.

1. Subscriber revenues

Subscriber payments are usually the largest source of ILEC revenue. A major share of
subscriber revenue comes from monthly charges for basic telephone service. Yet competition
and shifting consumer preferences have eroded those revenues. From December of 1999 to
December of2007, [LEC end user switched access lines decreased from 181 .2 million to 129.7
million." This amounts to a compound annual loss of4.l percent each year in the number of
subscribers who can pay fixed monthly charges.

State commissions generally do not require new entrants to serve as COLRs. Instead,
new entrants are often allowed to decide where and to whom they will offer service. This
increases the opportunity for a new entrant to serve only customers who currently make the
largest contribution to the ALEC's common cost, a practice sometimes called "cream skimming."
New entrants that are not required to serve high-cost areas find such high-contribution customers
attractive because the new entrant can offer a lower price than the COLR, earn a higher profit
than the COLR, or both.

While increased competition has caused ILE Cs to lose subscribers, the losses have not
been geographically uniform. CLECs have generally concentrated on business customers and
those in high-density urban areas. Cable voice competitors have generally offered their services
only in areas where they already provide cable service.

When competitors succeed in attracting high-contribution customers, the ILEC loses the
customers who can be served at lowest cost. The ALEC's average cost increases and the ILEC
becomes less competitive. At that point the ILEC is more likely to claim a need for support from
a state high cost fund.

Regulatory changes can also create risks to subscriber revenue. A few states have
"rebalanced" or "De-averaged" local service rates, thereby raising rural rates. States have
sometimes taken this step to increase the chances for competitive entry in rural areas, although it
can also improve the ALEC's competitive position in urban areas. in Wyoming, the resulting

21 FCC, Industry Analysis & Technology Division, Wireline Competition Bureau, Local
Telephone Competition: Status as of./une 30, 2007 (September 2008), Table l.
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high rural rates suggested the need for a state high cost fund." Retail rate redesign also played at
least a minor role in the creation of high cost funds in some other states."

Other regulatory changes can also create risks to subscriber revenue. A state that
expands the size of its local calling areas can also reduce an ALEC's subscriber revenue from toll
usage. Idaho and Maine both established their high cost funds in part due to decisions to expand
local calling areas.24

Jurisdictional reclassifications can also affect subscriber revenues. The FCC has declared
a wide range of services to be either interstate telecommunications services or interstate
information services. While these reclassifications do not generally affect a carrier's total
revenue, they can reduce intrastate revenue and lead to basic rate increases.

2. Intercarrier revenue

Intercarrier payments are the second major source of ILEC revenue. By one estimate,
small rural carriers across the nation typically receive about 29% of their total net telephone
company operating revenue from intercarrier payments. For some companies, this percentage is
as high as 49% of total net operating revenue. 25

A large component of ILEC intercarrier revenue comes from IXCs that use the ILEC
networks. Before the breakup of AT&T in the mid-1980s, toll revenue came solely from AT&T,
since it was the sole nationwide toll carrier. Using a procedure known as "division of revenues,"
AT&T allocated some of its toll revenues to the lLECs. The revenue from toll services covered
a large share of ILEC fixed costs, thereby allowing the ILE Cs to reduce rates for basic service.

The Wyoming state legislature passed a statute in 1995 directing the state commission
to ensure that no telecommunications rates were below cost. This led the commission to de-
average local rates. Wyoming created a state high cost fund shortly thereafter that limits the
highest rates to 130% of the statewide average rate.

22

In our survey, the Illinois, Kansas, Maine, Nebraska, and New Mexico commissions
reported that retail rate design changes had played a role in their decisions to create high cost
funds.

23

Raymond Henagan, Statement on Behalf of the National Telecommunications
Cooperative Association, before the U.S. Senate Committee on Commerce, Science, and
Transportation, April 23, 2008.

24 . . . . .
A declslon to expand local calling areas generally decreases subscrrber-pa1d toll

revenues. It also decreases intercarrier revenues from access payments.

25
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After the 1984 breakup of AT&T, the FCC replaced the division of revenues system with
the "access charge" system.26 The FCC has rate jurisdiction over access for interstate calls.
State commissions have similar jurisdiction over access for intrastate calls. When the access
charge system was first established, the FCC and the states continued the former practice of
requiring IXCs to make a large contribution to the fixed costs of the LECs. This practice led to
high per-minute access rates.

The FCC has also established a mechanism for participating carriers to share some of
their interstate intercarrier revenues. The National Exchange Carrier Association (NECA)
operates a pool for interstate access revenues. NECA files monthly tariffs on behalf of
participating small telephone companies that establish uniform access rates. This simplifies the
administrative burdens on these carriers. Participating carriers pool all their interstate access
revenues. They receive revenue from the pool based on their interstate revenue requirement.
The NECA pool provides a significant share of the operating revenue of some smaller ILE Cs.

Access revenues have been eroding for many years_27 One obvious reason has been a
change in usage patterns. Many states have expanded local calling areas, converting many toll
calls to local and eliminating access revenues. Increasing use of cell phones is another factor, as
well as the wider local calling areas available from mobile phones." Some customers have
substituted Internet-based services for traditional switched toll calling.

5,
¢
"*!

A general decrease in rates has also caused access revenue erosion. Toll rates are now a
fraction of what they were in the 1980s. On the interstate side, the FCC has dramatically revised
the access charge structure, greatly reducing the rates and the implicit support generated from
toll service. One round of access reductions in the 1980s led to the creation of the "Subscriber
Line Charge," which subsequently increased to balance further access charge reductions." In
2000 and 2001, the FCC adopted the "CALLS" and "MAG" plans, each of which further

"Access charge" in telecommunications means a per-minute charge imposed by a LEC
on an INC to originate or terminate a toll call on the LEC's network and for which the INC has
the right to bill the customer.

26

27 The FCC has reported that access revenues for the telecommunications industry
declined from $21 .4 billion in 1997 to $1 1.8 billion in 2005. FCC,Statistics ofCommunication.s'
Common Carriers, 2005/2006 Edition, Table 6.19.

The FCC has created special interconnection rules for mobile carrier calls that
originate and terminate in a single "Metropolitan Trading Area" (MTA). The mobile carrier
pays only reciprocal compensation, not access charges. MTA areas are generally larger than
local calling areas for landline phones.

28

29 This fixed customer charge today can be as high as $6.50 per line per month for
residential customers.
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reduced interstate access charges for different groups of LECs.30 On these two later occasions,
the FCC replaced lost access revenues with revenue from new universal service support
pt0grams_3

Industry groups supporting the "Missoula Plan" have asked the FCC to mandate further
reductions to interstate access rates. The proposal also asked the FCC to assert jurisdiction over
intrastate access rates, mandating a reduction from the comparatively high rates still authorized
in many states." During our survey, several states expressed concern about the possibility that
the FCC might adopt this proposal."

Many state commissions have reduced intrastate access charges. Some states have made
minor reductions, as a part of routine rate cases. Other states have enacted more dramatic
changes, sometimes by legislation, and sometimes requiring that intrastate rates "mirror" (be
equal to) interstate rates.

A third reason behind the erosion of access revenue has been what is often called
"phantom" traffic, the increase in calls that lack sufficient information for billing purposes. This
problem takes several forms. Some voice calls have insufficient information to identify the
jurisdiction of the call or the carrier financially responsible. Some calls are identified as local
even though they originated outside the local calling area. In some cases IXCs have simply not
paid access bills to ILE Cs.

States today have at least two reasons to consider further reductions to intrastate access
rates. Anticipating that access revenues will decline less if rates are lower, some ILEC groups
now advocate for access rate reductions matched with hold-harmless support. A second reason
is "traffic pumping," in which LECs increase their access minutes by unusual mechanisms such

After CALLS and MAG, all common line costs were recovered from a combination
of SLC charges (customer-paid fixed monthly charges), universal service support payments, and,
in the case of NECA carriers, revenues from the NECA common line pool.

30

The "Interstate Access Support" program provides support for the interstate cost of
"price cap" carriers. The "Interstate Common Line Support" program provides support for the.
interstate cost of other non-price cap carriers.

31

Our survey asked whether states had analyzed the potential effects of federal
intercarrier compensation reform. California and Washington evaluated the likely impact of
federal ICC reform. Several other states are monitoring the issue and filed comments with the
FCC. They were particularly concerned that the FCC might not create an adequate revenue
replacement mechanism and would thereby harm carriers and customers and increase the
financial pressure on state universal service programs. One state said that adoption of the
Missoula Plan could lead it to establish a high cost fund for the first time.

32 See generally, Liu, Intercarrier Compensation Reform at Debate: Major Lssues of the
Missoula Plan,National Regulatory Research Institute, Report No. 07-05.

33

12



1

as free conference lines. Traffic pumping can greatly increase terminating access volumes and
LEC profits. For these and other reasons, several states reported that they are considering
making further reductions to intrastate access rates.

In several states, episodes of access rate reduction have been the proximate cause of a
new state high cost fund. As states lowered access rates, they offset some or all of the ILEC
financial losses with support from new high cost funds. Alaska, Arkansas, Colorado, Illinois,
Indiana, Kansas, Pennsylvania, and Wisconsin" each reported that reductions to access charge
rates had influenced their decisions to create high cost funds. This history is not surprising given
the strong financial relationship between access charges and local rates. Even today, many
carriers derive a major share of revenue from intrastate access and toll.

In sum, the volume and trends in intercanier revenues are relevant to whether a state
needs a high cost fund. If the commission plans to mandate reductions of intrastate access
charges, it should evaluate the need for adopting a high cost fund to replace lost revenues.

3. Federal universal service funds

The third major source of ILEC revenue is federal universal service payments. Limiting
consideration to programs aimed at supporting high-cost areas, the FCC operates five separate
support programs for ILECs.36 Support is administered for the FCC by the Universal Service
Administrative Company (USAC).

34 Some states also adjusted retail rates at the same time, often upward to a "benchmark"
or acceptable level.

35 Wisconsin reported that access reform was the original impetus for its fund, although
the basis for support distributions later changed.

The FCC also operates two relatively minor programs called the "Safety Net" program
(for carriers with large recent investments) and the "Safety Valve" program (for carriers with
large investments in acquired exchanges).

36
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Table 2 identifies the five major federal high cost programs.

Table 2. Federal High Cost Programs

Program
High Cost Loop

Local Switching Support

High Cost Model Support40
Interstate Access Support

Interstate Common Line Support

Year

1984 38
1988 39
199941
2000 42
2001 43

Eligible 1LEc s "
Rural

Rural

Non-rural

"Price Cap" under FCC rules

"Rate of Rel um" under FCC rules

Federal support can be a major revenue source for the smaller rural ILE Cs, enough to
reduce or even eliminate the need for a state high cost program. The "High Cost Loop" (HCL)
program provides support to 1,100 of the nation's 1,353 ILEC rural carriers, roughly 80%. The
average payment is $4.69 per line per month. For a minority of rural companies, HCL support is
substantial: 230 carriers receive HCL support of at least $30.00 per line per month, and 39
carriers receive support of at least $100.00 per line per month.44

37 All five support programs generate indirect support for competitive ETCs through the
Identical Support Rule.

38 See FCC, Amendment of Part 67 of the Commission 's Rules and Establishment of
Joint Board, CC Docket No. 80-286, Decision and Order, 96 FCC ad 781 at 1129 (1984).

39 47 C.F.R. § 36. 125. See FCC, MTS and WA TS Market Structure, Amendment of Part
67 (New Part 36) of the Commission's Rules and Establishment of Joint Board, CC Docket
Nos. 78-72, 80-286 and 86-297, Order on Reconsideration and Supplemental Notice of Proposed
Rulemaking, 3 FCC Rcd. 5518 (1988). Fffective 01/01/89

40 The FCC sometimes calls this program "Forward Looking Support."

41 FCC,Federal-State Joint Board on Universal Service, CC Docket No. 96-45, Ninth
Report and Order, 14 FCC Rcd. 20432 (1999) (subsequent history omitted).

42 See FCC, Access Charge Reform, CC Docket No. 96-262, Sixth Report and Order, 15
FCC Red. 12,962 (2000) (CALLS order).

FCC, Multi-Association Group (AMG) Plan for Regulation oflnferstate Services of
Non~Price Cap Incumbent Local Exchange Carriers and Interexchange Carriers, Second Report
and Order and Further Notice of Proposed Rulemaking, 16 FCC Red. 19613, 19667-68 (2001)
(M4G Order).

43

44 Source: USAC reports for the fourth quarter of 2009.
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Federal support is less generous for so-called "non-rural" carriers such as AT&T,
Verizon, or Qwest. Federal high cost support to non-rural carriers is provided under the "High
Cost Model Support" program. This program provides support to carriers in only 10 states. In
those ten states, the average support payment is $2.58 per line per month.45 The courts have
repeatedly found that the FCC has failed to demonstrate the sufficiency of this support.46

For some ILE Cs, federal support creates a strong financial incentive for further
investment. Approximately 80% of rural ILE Cs have loop costs sufficiently high to receive
HCL support. When a supported ILEC makes an additional investment in loop plant, 65% of the
additional carrying cost is recovered as HCL support.47 Moreover, 25% of the additional
carrying cost is assigned to the interstate jurisdiction by separations." In sum, when a rural
ILEC already eligible for HCL support makes an additional loop investment that increases its
carrying cost by $ l .00, it recovers an additional $0.90 from federal sources. Most rural carriers
can therefore invest in high-quality loop facilities at a small additional monthly cost to their own
local subscribers.

The incentives for non-rural ILE Cs are quite different. For these carriers, Model Based
Support, if any, is based on costs that are produced by the FCC's proxy model. The model,
however, is uninterested in the carrier's actual investment. An incremental investment in loop
plant by a non-rural carrier has no effect on its support. This difference in incentive structures
helps explain why several state commissions reported that the rural carriers in their states have
deployed more broadband Internet facilities than have their non-rural carriers.

45 [d.

The Tenth Circuit Court of Appeals has twice remanded the High Cost Model Support
program back to the FCC for further consideration. In the second decision issued in 2005, the
court remanded because those rules "ensured that significant variance between rural and urban
rates will continue unabated." Qwest Communications International Ine.v.FCC, 398 F.3d 1222,
1237 (loch Cir. 2005). At the end of 2009, the FCC had not taken a substantive action on that
order. On December 15, 2009, the FCC issued a Further Notice of Proposed Rulemaking (FCC
09-112) and stated that it will not be feasible for it to take actions on universal service reform
before April 16, 2010.

46

Under 47 C.F.R. § 36.63 l(c)(l), for small rural carriers with fewer than 200,000 lines,
65% of loop investment carrying cost above a fixed benchmark is transferred to the interstate
jurisdiction. The benchmark is nominally 1 l5% of the national average cost, although the actual
benchmark has been raised because of an overall spending cap in the HCL program.

47

48 See 47 C.F.R. § 36.l54(c) (25% of investment in common lines assigned to interstate).

49 For a carrier with fewer than 200,000 lines and costs above the second benchmark, the
expense transfer is 75% or cost rather than 65%. Therefore the total interstate allocation of
incremental cost is l00%. 47 C.F.R. § 36.63l(c)(2).
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Gradual erosion of federal support creates a business risk for ILE Cs serving high-cost
areas. For example, the HCL program operates under a fund size cap. That cap effectively
moves support from one carrier to another over the course of time. Even an ILEC that has
constant costs can find that its HCL support decreases over time if other ILE Cs receiving HCL
support have increasing costs.

Policy revision is a second risk. Federal universal service programs have proven quite
durable, but they are under frequent criticism. The FCC or Congress might make dramatic
revisions to these programs that could generate a need for a state high cost fund.

In sum, a state considering establishing a high cost program should evaluate the
sufficiency et federal high cost support. In some states, rural areas are served by small meal
carriers and federal support obviates the need for a state high cost program. In other states the
high-cost regions are served by a non-rural carrier and federal support is likely to be minimal or
nonexistent. State commissions should also remain aware of trends in ILEC support, if only to
anticipate a future demand that state funds should replace losses in federal support.

c. The distribution of cost

How costs fall within a state must be a principal consideration in whether that state needs
a high cost fund. On a per-customer basis, urban costs are usually lower than rural costs. The
typical urban customer is served by a relatively short "loop" of telephone wire and by large
central offices with low average cost. Conversely, a typical rural customer may be served by a
long loop and a small switch that is located scores of miles from the main toll network. The cost
per line can be many times higher in a rural area.

1. Costs at the wire center level

While most regulators intuitively understand that costs are higher in rural areas, it is more
difficult to appreciate the scale of those differences. Fortunately, computerized cost models can
help. During the 1990s, the FCC developed a computerized model to estimate the cost of
constructing a new telephone network. The FCC often calls this its "proxy"
the program virtually constructs a network as a proxy for the real network."

cost model because
The proxy model

so The FCC has explained that proxy models typically are designed to answer the
following question: "If a single carrier were to build an efficient network today to serve all
customer locations within a particular geographic area, taking as given only the locations of
existing [ILEC central offices], how much would it cost to construct and maintain the network'?"
FCC, Review of the Commission 's Rules Regarding the Pricing of Unbundled Network Elements
and the Resale of Se/'vice by Incumbent Local Exchange Carriers, WC Docket No. 03-173, FCC
03-224 (UNE Pricing rOaR) TI 49.
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estimated the monthly costs per line for each of the 12,499 wire center areas51 operated by large
"non-rural" carriers throughout the United States. Chart I displays that cost distribution.

Chart 1. Forward-looking Cost, Averaged by Wire CenterArea, by Percentile (Non-
rural Carriers Only)

Average cost of service, grouped by wire center
(nonrural carriers only)
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Source: FCC proxy model outputs for 2000, authors ' calculations.

Chart I illustrates why cost is so important in evaluating the need for a state fund.

Most wire centers have above-average costs. The national average cost of $23.36
occurs in the 25th percentile of wire centers. This means that for every wire center
with below-average cost, there are approximately three with above~average cost.

Many wire centers have high costs. The $50 cost barrier is crossed at the 65"'
percentile. The $100 cost barrier is crossed at the 90th percentile. Revenues to
cover such costs usually require local rates at a level that most states would
consider unaffordable.

51 - - -"Wire center area" here describes the area served from a single [LEC "central office.
The area is also sometimes called an "exchange" area or a "central office" area.

as
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A few wire center areas have extraordinarily high costs. The 99"' percentile group
has an average cost of over $457 per line per month. This is far in excess of the
revenues available to an ILEC charging affordable local rates.

The FCC proxy model results also show that population density is a strong predictor of
cost. Chart 2 shows the relationship between wire center size and cost for all 12,499 wire center
areas.

Chart 2. Relationship of Wire Center Area Size and Cost

Forward-LookEngcost and Wire Center Size
(nonrurai carriers only)
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Chart 2 shows that nearly all large wire center areas have relatively low costs.
Conversely, nearly all wire center areas with high costs serve few customers. The most costly
1,000 wire center areas have an average size of 416 lines, a size characteristic of very meal areas
or very small towns.

18
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Wire center size is itself a good proxy for population density. Most small wire centers
typically are found in rural areas. Conversely, most large wire centers are found in urban areas.
Chart 2 therefore argues that low-density areas generally have high costs, in many cases very
high costs.52

The distribution of costs among customers is quite unlike wire centers. If three quarters
of wire centers have above-average cost, it is equally true that three quarters of customers have
below-average costs. The average cost in the FCC national data set was $23.35 per line per
month. 74% of the lines had a cost below that average. 95% of the lines had costs below $40
per month."

2. Small area cost differences

The FCC proxy cost data treat costs as though they were uniform within each wire center.
In actuality, costs often vary a great deal within a single wire center. This phenomenon has been
described metaphorically as the "donut" and "hole" problem. The donut is the area at the
periphery where loops are long and costs are high. The hole is the area adjacent to the wire
center building where loops are short and costs are low. If these intra-wire center cost variations
are considered, the cost differences among customers becomes even wider than is suggested by
the proxy models.

Today, these small-scale cost differences are more economically relevant to universal
service policy than they were in 1999 when the FCC designed its proxy model. Competitors
today seldom serve an entire wire center area. Instead, they often avoid building facilities in the
high-cost "donut" at the periphery.54 When an ALEC's customer in the "hole" switches to such a
competitor, the ALEC's average cost increases to serve its remaining customers. This can force
the ILEC to raise its rates, possibly to unaffordable levels. Even where an ILEC does not raise
its local rates, it may present a claim for high cost support in return for complying with COLR
obligations in the high-cost donut at the periphery .

In sum, the cost protlle within a state is an important factor in deciding whether the state
needs a program. Three cases illustrate the problem.

The FCC agrees. FCC, Matter of Fea'eral-State Joint Board on Universal Service, CC
Docket No. 96-45, Tenth Report and Order, FCC 99-304, n 26 (1999). Although not illustrated
here, costs are also influenced by geographic factors such as topography, soils, and climate.

52

53 This apparently paradoxical result occurs because high-cost wire centers tend to serve
few customers.

For example, a CLEC might overbuild a few blocks of a downtown area, or a cable
company might serve the more densely populated portion of an exchange area. A wireless ETC
might serve a downtown area with its signal, using wireline resale for the mountainous edge of a
service area.

54
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1. A state with homogeneously low costs is unlikely to need a high cost
program. In that state, customers are likely to have uniformly low rates, and service is
likely to be ubiquitous without any government fiscal intervention.

2. A state with homogeneously high costs is unlikely to benefit from a high
cost fund. In that state, any fund would accomplish little because all customers would
have to pay a high rate to provide a meaningful benefit, and nearly all customers would
receive benefits. While the amount of money raised and spent might be large, the net
effect would be small.

A state that has some high-cost areas and some low-cost areas is most
likely to need and to benefit from a high cost fund. In that state, high-cost areas can
benefit from support, and the added universal service surcharge is unlikely to make
monthly bills Lmaffordable.

D. Implicit subsidies

State commissions historically have supported low residential local rates using a variety
of mechanisms. It has been common in the telecommunications industry to call these
arrangements "implicit subsidies." For example, urban customers are often said to "subsidize"
rural customers.

1. "Subsidies" and "support"

Economists define the term "subsidy" narrowly. An economic subsidy occurs only when
one customer receives service at a rate that is below the carrier's "marginal cost." Marginal cost
is defined as the additional cost of providing one additional unit of output. In
telecommunications, marginal cost usually means the additional cost to an ILEC from adding a
single customer to its network.55

Within the telecommunications industry, most costs are fixed. To operate a network, an
ILEC must make a large investment in poles, wires, and switches. Once that investment has
been made, the marginal cost of sewing an additional customer is small." For this reason, true
subsidies in telecommunications are rare.

55 Marginal cost can also mean the additional cost of providing one more minute of
usage, particularly toll usage.

56 In the extreme case, a new customer has telephone wires already serving his or her
location and can often be served simply by issuing a software command at the central office
switch.

3.
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Assertions about "subsidies" in telecommunications often are best understood as
statements about differences in average cost between areas or customer groups. If urban
customers do indeed impose lower average costs than rural customers, then state and federal
regulators can legitimately consider that fact in setting rates. However, it is not generally
accurate to describe this arrangement as a "subsidy." It would be accurate to say that the urban
customer makes a larger contribution to fixed costs than the rural customer. Or, one might say
that the urban customer provides "implicit support" to rural customers.

2. The "big three" support flows

The FCC used the term "subsidy" in the less precise way in 1997, soon after TA96 was
enacted. The FCC deaned subsidy as an occasion where "a single company is expected to obtain
revenues from sources at levels above cost (i.e., above competitive price levels) and to price
other services allegedly below cost."58 The FCC found that universal service had been achieved
largely through three kinds of subsidy.59

1, The urban-to-rural subsidy. ILE Cs that serve rural areas tend to have high
average costs because their rural customers require longer wires and more utility
poles. In addition, rural switches tend to be smaller and cost more per customer
served. Despite these widespread cost differences, rates have not matched costs.
Local exchange rates in rural areas generally are the same as urban rates. In some
areas, "value of service" pricing produced lower rural rates.60

The toll-to-local subsidy. ILE Cs often also impose high access charge rates when
the ILE Cs provide origination or termination services to IXCs. The marginal cost
to the ILEC of providing this service is often far lower than the access rate.

57 In economics, the "average cost" of a business enterprise is the sum of all its fixed and
variable costs divided by its total output.

58 FCC, Federal-State Board on Universal Service, CC Docket No. 96-45, Report and
Order, 12 FCC Red. 8776, Ir 10, note 15 (1997) (First USF Order) (internal quotations omitted).

59 Id, n 10. The FCC also briefly mentioned higher rates for "vertical features" as a
mechanism that keeps local rates low. Id n 14.

60 The value-of-service principle adjusts rates based on the number of telephone numbers
that a subscriber can reach without incurring toll charges. In an urban area, customers pay higher
rates because they can make local calls to hundreds of thousands of lines, or even millions. In a
sparsely populated rural area, rates are lower because local calls can reach only a small number
of lines. The rural value-of-service was lower because a call to reach community services such
as schools and doctors was often likely to be an expensive toll call.

21
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The business-to-residential subsidy. ILEC business rates are almost universally
higher than residential rates, yet the underlying cost of providing service to these
customers is approximately equal.

The FCC went on to announce a goal for its own universal service programs, as well as
state programs. The goal was to replace these implicit subsidies with explicit subsidies paid
through state and federal high cost programs.61

At least initially, the courts seemed to approve of the FCC's statutory interpretation of
state duties.62 Later courts, however, clarified that federal law does not require states to
eliminate all existing implicit subsidies. Congress did not "expressly foreclose the possibility of
the continued existence of state implicit support mechanisms that function effectively to preserve
and advance universal service." 63

Even if federal law does not mandate that states eliminate implicit subsidies, many states
have chosen to do so, for economic and policy reasons of their own. Many existing state high
cost funds were created incidental to actions that reduced the toll-to-local "subsidy" (or in a few
cases the urban-to-rural "subsidy"). Several state commissions today are considering whether to
take similar steps.

3. Urban-to-rural support flows

Of the three kinds of implicit support identified by the FCC, the urban-to-rural transfer
presents the greatest challenge to state commissions. One reason is the declining size of the
other two support flows. The toll-to-local support flow has decreased as the FCC (and many
states) lowered access and toll rates in the years following 1996. The FCC enacted notable
reductions in interstate access rates in 2000 and 2001. The business-to-residential support flow
has also decreased as larger business customers have increasingly shifted their

First USF Order, 11 14 ("States, acting pursuant to sections 254(f) and 253 of the
Communications Act, must in the first instance be responsible for identifying intrastate implicit
universal service support. We further believe that, as competition develops, the marketplace
itself will identify intrastate implicit universal service support, and that states will be compelled
by those marketplace forces to move that support to explicit, sustainable mechanisms consistent
with section 254(f)."). One federal court went so far as to state that TA96 "does not permit the
FCC to maintain any implicit subsidies for universal service support."

61

Texas Of'e of Public Utility Counsel v. FCC, 183 F.3d 393, 425 (5th Cir. 1999) (plain
language of statute "does not permit the FCC to maintain any implicit subsidies for universal
service support") (emphasis in original); Texas Of'c of Public Utility Counsel v. FCC, 265 F.3d
313, 318 (5'h Cir. 2001) ("Tlle 1996 Act thus required that the implicit subsidy system of rate
manipulation be replaced with explicit subsidies for universal service.")

62

63 Qwest Communications Inf 'I. Inc. v. FCC, 398 F.3d 1222, 1233 (loch Circuit 2005).

22
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telecommunications to "Centrex" and unstitched services and as ILE Cs developed competitive
new bundles of services for business customers.

The urban-to-rural support flow challenges state commissions because different industry
groups have such divergent views.

To ILE Cs, the problem lies in urban areas. The urban-to-rural implicit support
flow raises the ALEC's rates in urban areas. This creates an advantage for
competitors who have no comparable burden to support rural areas. Some ILE Cs
advocate making this support flow explicit because an explicit fund can spread the
financial burden equally to all local exchange competitors. ILE Cs have
nevertheless been cautious in recommending high cost programs. In some states,
the ILE Cs have advocated for explicit funds only after they suffered substantial
line losses.

To competitors, the universal service problem, if any, lies in rural areas. Where
ILE Cs receive support for rural customers, a facilities-based competitor can find it
economically impossible to match the incumbent's subsidized price. Even where
a new entrant has a less costly technology, the universal service subsidy can offset
that advantage. For these reasons, competitors are generally reluctant to support
high cost programs under any circumstances. Where such programs do exist,
competitors often focus their advocacy on gaining the right to receive support
payments in amounts equal to the ILEC.

E; Federal universal service support also complicates the analysis of the urban-to-rural
support flow. Federal support varies greatly from one geographic area to another, even where
costs are similar. Federal support to rural lLFCs has been generous, allowing some rural ILE Cs
to set low local rates. Where local rates are low, the urban-to-rural support flow is small and
competitive effects are proportionally weaker. By contrast, many equally costly areas served by
larger companies receive no federal support for intrastate costs. It is a complex task for state
commissions to sort out how these support differences affect competition, universal service
goals, and the need for a state high cost fund.

The main barrier to making the urban-to-rural support flow explicit is insufficient
financial resources. Depending on how the task is defined, the implicit support flow can be
larger than the funding levels practically available to a state high cost fund. The size of the task
depends critically on the scale at which the state chooses to look at costs.

Historically, cost data have always been averaged at some scale. All cost-based support
mechanisms therefore reflect a scale decision. Federal programs created before 1996 operate at
the "study area" level, which equates roughly to each carrier's service area in each state. The
advent of proxy models made it possible to estimate costs at the wire center level, and even
below that level. The FCC's program for non-rural ILE Cs, the Model Based Support program,
uses proxy model cost data generated at the wire center level, but those costs are subsequently
averaged at the state level.

A F
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When costs are averaged across a large area, low costs in one area frequently offset high
costs in another area. This averaging effect drives the results toward the mean, thereby reducing
the cost dispersion as well as the apparent need for support. Therefore, averaging cost over a
large area reduces the apparent size of the implicit support flows. We illustrate this effect using
the FCC's proxy model. For this exercise, we applied a generic cost-based support mechanism
to that ctmgt data.64 Table 3 illustrates how changing the scale of cost averaging alters the support
demand.

t

Table 3. E M of Cost Averaging Scale on Support Demand
(U S. non-rural company areas)

Cost Averaging
Scale

Total Cost
of Service
(billions)

Switched
Lines

(millions)

Support
Parameters

Supported
Lines

(millions)

Fund
Size

(millions)

State $45.5 162.6 $30.00/100% 7.6 $416

Study area $45.5 162.6 $30.00/ 100% 15.4

Wire center $45.5 162.6 $30.00! 100% 19.5

so ,300

$3,686

The last two columns of Table 3 show that, assuming constant support parameters, at
finer scales of cost averaging, the number of supported lines and the fund size both increase. In
this illustration, averaging cost at the wire center level costs almost ten times as much as
calculating costs at the state level.66

Cost patterns within individual states vary from this illustration. Also, a state might
replace only a portion of the implicit urban-to-rural support flow or it might use a higher
benchmark for support eligibility. Nevertheless, the example illustrates why it is financially
difficult to replace all implicit support with explicit support. If one seeks to make all of the
urban-to-rural support flow explicit, one must measure cost at a fine scale, and the resulting
financial demand can be dauntingly large.

We set the cost "benchmark" (threshold for support) at $30.00 per line per month,
which is 128% of average cost in that data set. Support is calculated as equal to 100% of any
excess of cost over that benchmark. The benchmark used here is approximately equal to the
benchmark currently used by the FCC's High Cost Model Support program ($28. la).

64

Source: FCC public cost data for 2000, (available at
http://www.fcc.l;<w/xvcb/tapd/hcpm/welc0me.html- "wirecenter support spreadsheet"), author's
calculations.

65

66 The FCC's proxy cost data did not permit us to take the last step, measuring cost
differences below the wire center level. This additional step is necessary to eliminate implicit
support flows from "holes" to "donuts."
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Iv. Eligible Recipients

A threshold task for any high cost program is to define which carriers will receive or
benefit from support, and what will be required of them. Some states answer this question using
carrier classifications. Other states use a designation process that measures the individual
characteristics or capabilities of the carriers.

A. Qualifying by classification

Some states provide support for some carriers and deny it to others, based upon
classifications of those carriers, either by function or by technology. Often these classifications
are made by statute. Among states that qualify by class, the overall pattern is to provide most or
all support to ILE Cs, often solely to rural ILECS.

Idaho and Illinois law limits support to rural ILE Cs.
Nevada provides support only to carriers of last resort.
Oklahoma's OUSF and HCF payments are available only to rural ILECs.67
Pennsylvania limits support solely to ILE Cs, but excludes Verizon Pennsylvania
and Verizon North."
South Carolina provides support only to ILE Cs that are COLRs.

Some states exclude one or more classes of carriers from eligibility. California,
Wisconsin, and Oregon make wireless carriers ineligible.

B. Qualifying by designation

Some states provide support only to carriers that have individually been found qualified.
Following terminology and practice from federal law, these states often "designate" the carriers
eligible for state support by issuing an order based on findings about the carriers' capabilities,
policies, and practices.

1. The federal list of supported services

Federal law has been a template for many state designation decisions.69

67 Oklahoma makes support for Internet connections and schools and libraries available
more broadly.

68 Pa. Code tit. 52 § 63.162,

69 Alaska, California, Illinois, Pennsylvania, South Carolina, and Wyoming determine
eligibility for state support on some basis other than federal ETC designation.
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Colorado, Indiana, Nevada, Oklahoma, Oregon, and Wisconsin use federal ETC
designation as the sole qualification for state support.
Arkansas, Idaho, Kansas, Nebraska, New Mexico, and Utah require federal ETC
designation, but that alone is not sufficient to establish eligibility for state support.

Under federal law, a carrier must be designated as an Eligible Telecommunications
Carrier (ETC) before it becomes eligible for federal high cost support.70 States are authorized
under federal law to conduct these federal designation proceedings. Most states accept this
delegation of federal authority, holding these hearings whenever a carrier seeks a federal
designation.7l

To qualify as a federal ETC, a carrier must show that it offers a list of "services"
throughout its service areas and advertises the availability of those services." The FCC has
defined a list of "supported services" that contains nine elements:73

2.

3.

4.

5.

6.
7.
8.
9.

Voice-grade access to the public switched network, with the ability to place and
receive calls,
Local usage,
Dual-tone multi-frequency signaling or its functional equivalent,
Single-party service,
Access to emergency services, including, in some instances, access to 911 and
enhanced 911 services,
Access to operator services,
Access to interexchange services,
Access to directory assistance, .and
Toll limitation services for qualifying low-income consumers.

This list has been widely used by the states, but it has some limitations. First, the list
does not describe "services" in the usual sense of a benefit that can be purchased separately, like
dry cleaning and a haircut. Rather, the federal list describes the benefits that can be purchased
only as a component of basic local exchange service.

Some of the federal elements are already required by law, at least from ILE Cs. For
example, all ILE Cs must provide access to emergency services, even to customers who, for
whatever reason, might not want to pay for them. Similarly, many states have eliminated "party

70 47 U.S.C. § 214 (e)(2). Following federal practice, many states also call the carriers
eligible for state high cost support "Eligible Telecommunications Carriers."

Virginia is one state that does not hold designation hearings. A few states decline to
hold hearings for wireless carriers.

72 See generally, 47 U.S.C. § 2l4(e).

73 47 c.F.R. § 54.lOl(a).

71

1.
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line" service74, thereby effectively making single-party service a mandatory feature of local
1 75service.

One element in the federal list has never been defined. In 1997 the FCC promised to
prescribe by the end of that year how many minutes of fiat-rated local usage service would be
required to be included within local usage.76 The FCC has never made that decision. When two
wireless carriers sought designation at the FCC in 2004, the commission sidestepped the
requirement, accepting assertions that the carriers would in the future comply if the FCC should
ever define the requirement." Therefore, the federal local usage requirement can be
meaningless, at least in relation to mobile service providers.

2. Three uses for supported service lists

Many states have adopted a version of the federal list of nine services to qualify carriers
for eligibility. In practice, such lists have produced effects of other kinds.

For the most part, high cost funding is not used directly to provide retail services. Rather,
it is used to construct and maintain network facilities and to support company functions such as
customer service. A high cost program administrator therefore must translate any list of services
into operational decisions about facilities. One decision category is how the list should affect the
measurement of cost and the calculation of support. Another decision category is how the list
should constrain the carrier's use of support. A list of supported services therefore can answer
three different questions, as shown in Table 4.

74 Party line service used a single loop for multiple customers, each of whom had a
distinctive ring.

75 Even if the federal list describes components of basic exchange service, one such
component is optional, at least in some states. Touch-tone dialing is an optional feature in some
areas and generates a separate monthly charge.

76 USF First Report and Order, 1: 67.

77 FCC, Federal-State Joint Board on Universal Service; Highland Cellular, Inc.
Petition for Designation as an Eligible Telecommunications Carrier for the Commonwealth of
Virginia, CC Docket No. 96-45, Memorandum Opinion and Order, Ir 15, 19 FCC Rod. 6422
(2004) ("Highland Cellular "), FCC, Virginia Cellular, LLC Petition for Designation as an

Eligible Telecommunications Carrier for the Commonwealth of Virginia, CC Docket No. 96-45,
Memorandum Opinion and Order, 1: 14, 19 FCC Red. 1563 (2004) ("Virginia Cellular ").
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Table 4. Three Applications for a Supported Services List

No. Question

1.

Application

Designation What services or facilities must a carrier provide to qualify for universal service
support?

2. Support
amount

When the state calculates support for the carrier, what service or facility costs
should be included?

3. Use of funds When a carrier receives state support, to which services or facilities must it apply
that support?

A single list that provides the same answer to all three questions can create unexpected
problems with new services. Those problems can be illustrated using broadband facilities.

A state with an embedded cost support mechanism might want to allow carriers to
report costs for some expenditures that support broadband facilities and to receive
support on those costs (#2). At the same time, the state might not want to
disqualify all carriers that do not yet provide ubiquitous broadband service (#l).

A state might want to allow a carrier to use support to construct facilities that
support voice and broadband services in common, such as high-capacity feeder
networks (#3). At the same time, the state might use a proxy cost model for
support but not want to redesign that model to assume that broadband facilities
have been built (#2).

Federal support programs have historically experienced some of these same kinds of
problems.

The federal list does not yet include broadband. Nevertheless, many rural carriers
today receive federal support for broadband-supporting facilities (#2),78 and they
have been allowed to use federal support to construct such facilities (#3).79

78 Rural carriers receive federal High Cost Loop (HCL) support based on their net loop
investment per line. Whether a particular investment qualifies as loop investment is determined
by the FCC's accounting and separations rules. See 47 C.F.R. §§ 36.621, 36.631. The rules do
not identify the carrier's motive for a loop investment. Therefore, a rural carrier receiving High
Cost Loop Support can increase its loop investment in ways that enhance broadband service, it
can report that investment for HCL support purposes, and HCL support will increase in
subsequent years.

79 Carriers can use HCL support to make broadband investments so long as the state
commission annually certifies that the carrier is properly using federal support. Subsection
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In 2003, the FCC considered adding broadband to the federal list in order to
promote broadband spending by carriers (#3). The FCC rejected this proposal, in
part because adding broadband would increase the demand for support (#2).80
Also, the FCC found that adding broadband to the list would disqualify carriers
that were not then providing broadband ubiquitously to all their customers (# 1).8I

It should be noted that not all states impose limitations on carriers' use of high cost funds.
While some state policies limit support uses to a specific list of services, other states simply
support the carrier's total operations. This tends to be the case for states that qualify support
recipients by classification. For example, a state that has designed its high cost fund to maintain
rural [LEC rates of return at a specified level would take the less restrictive approach regarding
the use of funds. Oregon's high cost fund, for example, takes this approach.

In sum, a state that adopts a supported services list should anticipate the ways in which
that list will be applied. Recognizing that such a list has varying applicability in different
applications can increase the state's future ability to suitably respond to emerging services.

3. The 2005 federal designation requirements

In 2005 the FCC issued a Report and Order that expanded the recommended list of
requirements for federal ETC designation and also expanded requirements for the annual
certifications required of designated carriers.82 Most states report they have followed the FCC's
suggestions, whether or not they have their own high cost funds.83

The FCC suggests that states require the applicant to commit to provide service
throughout the proposed designated service area to all customers making a

254(e) of federal law requires that federal high cost support be used "only for the provision,
maintenance, and upgrading of facilities and services for which the support is intended." 47
U.S.C. § 254(e) (emphasis added). To implement this statute, the FCC requires state
commissions annually to certify that ETCs in their states meet this standard. 47 C.F.R. §§
54.313, 54314.

80 FCC Federal-Stale Joint Eward on Universal Service, CC Docket No. 96-45, Order
and Order on Reconsideration, FCC 03-170, 18 FCC Red. 15,090 (2003) (Supported Services
Order) n I l.

Supported Services Order, n 12. See also, Federal-State Joint Eoard on Universal
Service, CC Docket No. 96-45, Recommended Decision, released July 10, 2002, Separate
Statement by Commissioner Bob Rowe.

81

so FCC, Federal-State Joint Board on Universal Service, CC Docket No. 96-45, Report
and Order, FCC 05-46, 20 FCC Rod. 6371 (2005).

as States that do not have their own funds generally apply these standards as conditions
of federal ETC status.
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reasonable request for service. Many states require the wireless ETC applicants
to provide coverage maps in addition to a description of the proposed service

84areas.

• The FCC suggests that states ask each carrier for a five-year plan for network
improvements.

O

O

O

Most of the states with high cost funds reported that they do require a
network improvement plan. Arkansas and Utah do not.
Seven of the states without a high cost fund reported that they do not ask
for a network improvement plan (Alabama, Kentucky, Maryland,
Mississippi, North Carolina, New Hampshire, and Tennessee).
Several states ask for a plan covering fewer than five years. Wyoming
asks for a three-year plan. Colorado, Idaho, Kansas, Maine, and South
Carolina ask for a two-year plan. Washington asks for a one-year plan.

• The FCC suggests that states require ETCs to verify that they can remain
functional in an emergency. Virtually all of the states, with or without a high cost
fund, ask carriers to certify emergency readiness.85

The FCC suggests that states require ETCs to affirm that they can satisfy
customer protection and state service quality rules. Virtually all states, with or
without a high cost fund, require ETCs to meet service quality and consumer
protection requirements.86

The FCC suggests that states require ETCs to provide a local usage plan
comparable to that of an ILEC. Most of the states require a local usage plan.87
Alaska requires that plan to provide at least 500 free minutes of usage per month.

The FCC suggests that states require ETCs to provide customers with equal
access to long distance carriers."
commitment to fulfill equal access requirements.

Most states re<8uire applicants to demonstrate a
9

84 For example, in Washington, a wireless ETC applicant is required to file the network
coverage map in the initial petition and every three years thereafter.

85 Maryland and New Hampshire are exceptions.

as New Hampshire was the sole exception among states without high cost funds.

87 Tennessee and the Virgin Islands are exceptions.
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4. State-ETC designations and additional requirements

States do not always differentiate clearly among requirements that are imposed on
carriers of last resort (a traditional common law category),90 on federal ETCs designated by the
state commission (carriers eligible for federal support), and on state ETCs (carriers eligible or
state support). A few states do make such an explicit distinction, at least as between federal
ETCs and state ETCs.

Texas has defined the category of "Eligible Telecommunications Provider." Only
Texas ETPs receive state support.
Idaho has also clearly established state ETCs as a distinct category.

Regardless of terminology, states often establish additional requirements for carriers that
are eligible for state support. 91 Some of these requirements elaborate on similar FCC standards.

Nebraska requires supported carriers to provide the customer with a white pages
or alphabetical directory listing.
Texas requires competitive ETCs to offer flat-rated unlimited local calling
services at a rate no higher than 150 percent of the ILE Cs' state average rate.
Washington (which does not have a high cost fund) requires wireless federal
ETCs to submit network maps every three years.
Missouri (which does not have a high cost fund) requires each federal ETC to
make a commitment to extend its network to serve new customers upon a
reasonable request and requires wireless providers to provide the commission
with an informational filing describing all the carrier's service offerings.

In other cases, the supplemental state requirements have no current federal analogue.

• Texas requires data transmission at 14.4 kbps, a rate that is not usually considered
"broadband" speed and that can be achieved using analog modems on standard
switched circuits.92

As noted above, Arkansas, Idaho, Kansas, Nebraska, New Mexico, and Utah reported
that they require ETC designation as a prerequisite to state support, but that such a designation is
not sufficient.

88 "Equal access" is the industry term for direct dialing a toll call with a "I" prefix that
connects the caller to an interexchange network.

89 Alaska, Kansas, Idaho, and Washington do not require equal access.

90 See also, Bluhm and Burnt, Carriers of Lczst Resort: Updating a Traditional Doctrine
NRRI Report 09-10 (2009) at 5-7 (common duties assigned to carriers of last resort).

91
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Wisconsin and a few other states require supported carriers to provide Public
Interest Pay Telephones M
New Mexico requires carriers to provide an 800 number for customer complaints
Alaska and Washington (which do not have high cost funds) require wireless
ETCs to meet power backup standards

At least one state has eliminated an element in the FCC's list: Wyoming does not require
single-party service or toll limitation to qualify for state support

Historically, state high cost programs have sought to support only voice telephone
service. Nevertheless, many states have taken other kinds of measures to promote broadband
Many states leave carriers free to use state high cost funding for any corporate purpose, including
constructing broadband facilities. Also, many states use merger approval proceedings and
alterative forms of rate regulation proceedings as opportunities to impose broadband build-out
requirements. Some states also provide broadband construction subsidies to institutional users
such as schools, libraries, and rural health care facilities

More recently, some states have begun to establish separate universal service-like
programs for broadband service Recent congressional bills" and FCC deliberations" have also
increased state interest in promoting broadband. Nine states reported to us that they have a state
program to support advanced telecommunications services or broadband, although not all
broadband programs are administered by the state utilities commission

At least one state has established broadband capability as a prerequisite to eligibility for
state high cost funds

In 2009, the Wisconsin commission established a new requirement that supported
carriers must provide data transmission at a minimum rate of 250 kbps upstream
and 750 kbps downstream." This is a common speed for "ADSL" service on
telephone networks

Tex. Admin. Code, tit. 16, part 2, §26.54(b)

Wis. Admin. Code. PSC 160

S'ee, e.g., "Discussion Draft" legislation released by Congressman Boucher and
Congressman Terry on November 6, 2009

The FCC is required by federal law to issue a National Broadband Plan in February of

Wis. Admin. Code, PSC 160.031 (2009)
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Designation of non-ILECs

Several states reported that they are willing to provide state support to non-ILECs

•

Colorado, Kansas, Utah, and Wyoming report that support is available to all
ILE Cs. landline CLECs. and wireless carriers
California reports that it provides support to CLECs, but only if they are also
carriers of last resort (COLRs)
Kansas and Wyoming report that they are willing to provide support to fixed
VoIP carriers such as cable voice providers

Several states allow designation of non-ILECs, but in most of these states some other
requirement or understanding tends to deter applications. The net effect often is to limit support
entirely or mostly to ILE Cs

•

Arkansas allows any carrier to apply for funding, but only ILE Cs have been
declared eligible
Indiana supports rural ILE Cs, but it allows any ETC to file a petition to receive
support. No such petitions have been filed
Maine has a cost-based support program. Any new entrant seeking support from
the Maine high cost fund would have to undergo a rate case using traditional rate
of-return methods. No CLEC has elected to do so
Nebraska's policy is to provide support to only one network in a given area. No
Nebraska wireless carriers have applied for that support. If a wireless provider
were to apply, it would be required to demonstrate an ability to replace the entire
wireline network for that area. As a result, most Nebraska high cost fund support
goes to the ILE Cs who provide service in high-cost areas
New Mexico has a hold-harmless type fund. A competitive carrier could petition
for support, but none has petitioned to date. Since support is based on 2004 data
it could be difficult for a competitive carrier to apply for support

A final question regarding support for competitive carriers is whether they should be
required to have facilities. Competitors in general have fewer facilities than incumbents, and
some have none at all. One approach to these differences is to use eligibility rules to require at
least a minimum quantity of facilities. Federal law takes this approach and nominally
disqualifies carriers with no facilities." Nevertheless, the FCC has interpreted the statutory
phrase "own facilities" to include facilities rented from other carriers as unbundled network

To become a federal ETC, a carrier must own at least some facilities, although it can
also use facilities or a combination of its own facilities and resale of another carrier's services
47 U.S.C. § 2l4(e); 47 C.F.R. § 54.202(d)(l)
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elements (UNEs).'° Therefore, a carrier that relies entirely on other carrier's facilities, obtained
through UNEs and resale, can indeed qualify as a federal ETC

Any state that designates a state ETC and that requires the ETC to provide service
through a combination of its own facilities and UNE or resale arrangements should consider
imposing specific requirements on the designee. For example, the state might require that the
ETC provide an investment plan and might also require that the ETC demonstrate that it is using
the high cost support for its intended purpose, especially if that purpose is a facilities-based
network expansion

47 c.F.R. § 54.2026)
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v . Fund Distribution

The twenty-one states with high cost funds tend to distribute support using one of four
modes." Each mode serves different purposes and presents different challenges. This section
describes and evaluates those four modes, citing examples from selected states

Hold-harmless mode

The hold-harmless mode is normally adopted in conjunction with a regulatory change
that reduces carrier revenue. Hold-harmless support focuses on minimizing the effects of
regulatory change, often leaving the carrier in the same or nearly the same revenue position after
the change

Two types of regulatory changes affecting [LEC revenue have triggered the creation of
hold-harmless state funds. Most commonly, the state decided to lower the rates for intrastate
access charges paid by IXCs. Occasionally, a hold-harmless fund has been created because
regulators made a rule change that reduced a rate-regulated carrier's revenue requirement

The hold-harmless calculation

Computing hold-harmless support involves a calculation of the following form

The first term, Past Revenue, is the carrier's base or pre-change revenue that the high cost
fund seeks to protect. The second term is Future Revenue, which is what the carrier expects to
receive after the regulatory change has taken effect

At least one state has a program that falls outside these four categories. For example
Alaska's DEM weighting program, while aimed at goals similar to those of the cost-based mode
has a unique mechanism unlike that of any other state

The federal Local Switching Support program originated in a revenue requirement
change. In 1987 the FCC adopted new separations rules that adopted a new allocator for
switching and consolidated several categories of Central Office Equipment. Because the
Federal-State Joint Board on Separations had been concerned about the revenue effects on small
carriers, the FCC adopted the Joint Board's recommendation and created the "DEM Weighting
program, which reduced the losses of many smaller carriers. Today that program has
transformed into the Local Switching Support program. See 47 C.F.R. § 54.301, MTS and WA TS
Market Structure. Amendments of Part 67 (New Parr 36) of the Commission'9 Rules and
Establishment of Federal-State Joint Board, CC Docket Nos. 78-72, 80-286 and 86-297
Report and Order, 2 FCC Rcd. 2639 (1987)
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The third term, Acyustmen fs , can be put to a variety of uses. One common adjustment
involves allowing a local rate increase. Several states have used an adjustment to avoid paying
support to carriers that maintain very low local rates. This adjustment requires the state to
establish a rate benchmark that it considers affordable. For example, if a can°ier's local rate is
$10 per month and the state considers $25 affordable, the Aayustments factor would be minus
$15 per line, thereby reducing the carrier's support by that amount. In a few states, the
commission actually mandates corresponding local rate increases. In most states, the
commission simply deems the additional revenue to have been received, regardless of whether
the carrier actually raises rates to the benchmark

Examples of hold-harmless state funds

Hold~harmless calculations are used in several states

Oklahoma has two funds, the Oklahoma High Cost Fund (OHCF) and the
Oklahoma Universal Service Fund (OUSF). Each fund has a hold-harmless
component

New Mexico lowered intrastate access rates in 2006. Each carrier's support is
equal to the per-minute reduction from that 2006 intrastate access reduction
multiplied by the carrier's 2004 intrastate access minutes New Mexico thus
declines to replace access revenues lost due to post-2004 losses of access minutes
New Mexico also uses a local rate benchmark, which was set at Qwest's local rate
plus the amount of Qwest's state Subscriber Line Charge (SLC), to reduce the
amount of support by the amount of revenue the carrier could realize by raising its
local rates to the benchmark

Pennsylvania also calculates high cost fund support using a hold-harmless
mechanism with a minimum local rate feature. Rural ILE Cs receive support
limited by the revenue lost during one episode of access rate reductions. Support
is also reduced by any revenue gain that would occur by raising local residential
rates to a statewide affordability benchmark. The benchmark was initially $16.00
per month but was later raised to $18.00

The OHCF provides support to rural ILE Cs in amounts equal to those previously
received from a state operated intraLATA toll pool. The OUSF has a unique provision in its

Primary Universal Service" program that allows rural ILE Cs to recover any future revenue loss
caused by state or federal regulatory actions

Qwest is a special case in New Mexico and does not receive support from the New
Mexico high cost fund. Instead, Qwest makes up the access charge shortfall through a state
Subscriber Line Charge
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Once a state establishes a hold-harmless support amount, it must also decide whether that
support amount will be adjusted to reflect future changes in costs, revenues, or regulatory policy
One choice is to leave initial support amounts unchanged. The alternative is to adjust support to
reflect changes in market behavior

Oklahoma's OHCF replaced revenues lost to carriers when a toll pool was
dissolved. Oklahoma calculated initial support amounts when the fund was
created, and has not changed them thereafter

South Carolina's Interim LEC Fund replaced carrier revenues lost during a
revision of non-basic local service rates. Support from the fund increases if
access minutes increase. Support remains constant if access minutes decrease

Cost-based mode

The cost-based mode focuses on supporting the costs of providing the supported service
States typically adopt the cost-based mode when they perceive a risk of business failure by
ILE Cs or when they perceive a risk that local rates will be driven above affordable levels. The
goal is to provide support that will allow the carrier to continue operating by charging reasonable
rates to consumers, but without over-eaming. States sometimes distribute support using a hybrid
of hold-harmless and cost-based mechanisms

Cost-based mode support is calculated using the following basic equation

Cost-based support is based on a comprehensive picture of the carrier's operations
including all associated costs and revenues. Cost-based support therefore adapts automatically
over time to a wide range of circumstances, including changes in the carrier's number of
switched access lines, changes to federal universal service support, and changes to its access
revenues. Cost-based support tends to increase as the carrier's revenues decrease, especially if
its costs do not decrease proportionately. This is in contrast to the hold-harmless mode, where
the primary focus is usually on a single episode of regulatory action and where other events, such
as loss of access lines or revenue. are not reflected

Separations" presents a threshold question for any cost-based support program."" A
state can define Cost and Revenue to include all of a carrier's costs and revenues. This is
sometimes called a "total company" approach. Costs in this case are sometimes called

Separations" is the process under which the costs and revenues of ILE Cs are divided
into an interstate portion and an intrastate portion. "Interstate costs" are those costs that
separations assigns to the interstate jurisdiction and upon which the FCC can calculate an
interstate revenue requirement. "Intrastate costs" are those assigned to the intrastate jurisdiction
and upon which state cornrnissions can calculate an interstate revenue requirement
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unseparated" costs. The alterative is to define Cost and Revenue to include only the carrier's
intrastate costs and revenues As discussed below, the choice has consequences affecting how
costs are measured and which revenues are counted

The first tern in the support equation is Cost. The meaning in this context is similar to
the traditional regulatory concept of "revenue requirement" or "cost of service." Many states
have curtailed "rate-of-return" regulation of retail rates. Yet the same concerns that once
underlay the principles of rate-of-return regulation still apply to cost-based support mechanisms
In universal service, the state wants to subsidize only carrier costs that are just and reasonable

Cost implicitly includes a component for return on investment and a component for
expenses. The investment term requires the commission to establish a rate of return for purposes
of universal service support. In several of its programs, the FCC uses l 1.25% for the prescribed
return on capital cost

Embedded costs and forward-looldng costs

A threshold question for a cost-based support program is whether to estimate Cost using
embedded methods or using a computer proxy model. Proxy models are generally described as
producing "forward-looking" costs because the models virtually construct facilities that use
current technology. Several states use both methods, applying embedded cost methods for rural
carriers and a proxy model for non-rural ILE Cs

(1) Embedded costs

Embedded cost methods begin with expenditures recorded on the carrier's books. Cost
here translates roughly as "revenue requirement" in a traditional rate case. It includes one
component to reimburse the carrier's operating expenses and a second component to give the
carrier an opportunity to earn a prescribed rate of return on its net plant investment

A state should make the same jurisdictional choice for both Cost and Revenue
Inconsistent treatment can allow a company to attain a double recovery of some of its costs, or it
can leave the company with no way to recover some of its costs

See, Ag. FCC, Federal-Stale Joint Board on Universal Service, CC Docket No. 96
45, First Report and Order, 12 FCC Rcd. 8776, 8915, (1997) (MSF First Report and Order)
(subsequent history omitted), 1: 250, FCC,Federal~Slate Joint Board on Universal Service, CC
Docket No. 96-45, Report and Order, FCC 05-46, March 17, 2005

The FCC also follows this dichotomy. Its High Cost Loop program for rural carriers
is based on embedded cost. The Model Based Support program for non-rural carriers uses proxy
model cost, which the FCC refers to as "forward-looking" cost
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Embedded cost systems are widely criticized for creating a perverse incentive for ILE Cs
to spend money unnecessarily. Some states address this problem by limiting certain categories
of cost. A state might decide, for example, to support only the costs associated with a subset of
network facilities or services, such as loop facilities. The Arkansas fund for rural carriers limits
costs in this manner. A second approach is to apply a formula-based cap on certain 'categories of
cost. For example, the federal High Cost Loop support program has a cap on corporate
operations expense that is based on industry averages

ILE Cs usually keep their books at the "study area" level, which often can be the carrier's
entire service area within a state."" Carriers generally do not record more finely grained data
about the location of their investments and expenses. Therefore, a cost-based mechanism based
on embedded cost cannot by itself generate cost outputs or support calculations below the study
area level

Embedded methods generally can provide both unseparated cost and intrastate cost data
including intrastate-only investments and expenses. Therefore a state that uses embedded cost
data can approach the support problem on an intrastate-only or a total-company basis

Although support calculations require many of the same decisions as a traditional rate
case, rate cases are burdensome. Several states have found less costly ways to periodically
recalculate support

Some states have developed simplified methods to review whether support
amounts appropriately match current conditions. Colorado and Maine use
simplified filing methods to calculate cost

Some states provide the same amount of support to carriers every year, until the
amount is changed. In Utah, for example, high cost support changes are ordered
only if the carrier requests a proceeding to consider increased support or if the
Utah Division of Public Utilities, which administers the Utah fund, requests a
proceeding on the ground that the carrier is over-earning

California created a novel mechanism to give carriers an incentive to periodically update
its support calculation. California's "A Fund" support is adj used only after a general rate case
that uses embedded costs. The carrier can initiate such a case when it wishes. However. the
fund has a "waterfall" provision. After a rate case, the amount of the carrier's subsidy is fixed
for three years. Thereafter, support is stepped down to zero gradually over a six-year period
This provision gives the carrier an incentive to periodically update its cost data and reestablish
the proper support level

Some carriers have multiple study areas within a state
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(2) Forward-looking cost

The alternative to embedded costs is to use a computer-based proxy model to estimate
cost. Proxy models generally produce "unseparated" cost outputs that disregard jurisdiction
Where a state commission uses such cost outputs, it should take additional steps to avoid double
recovery of costs."'°  One option is to exclude interstate costs.._ This can be done by calculating
an interstate cost allocation factor for each supported carrier""' or by using an industry-wide rule
of thumb.' "' The alternative is to adopt an equally broad definition ofRevenues in the support
formula to reflect all the interstate revenues generated by the network

The FCC uses a proxy model in one of its support programs, the "Forward-Looking
Support" program for non-rural coniers. The FCC originally announced that it would eventually
apply that model to all universal service support. That never happened. Indeed, the FCC later
indicated that it had serious reservations about using proxy models. Although the story takes
several pages to recount, it is instructive of the strengths and weaknesses of proxy models

In 1997, the FCC equated proxy model outputs with "forward-looking" cost or, more
simply, "economic cost." Forward-looking cost, the FCC explained, is the "least-cost

The first recovery would be through normal FCC-supervised mechanisms such as the
federal Subscriber Line Charge, interstate access payments, and federal universal service support
aimed at interstate costs, such as the Interstate Access Support program. The second recovery
would be through state universal service funds

The state might, for example, multiply each category of proxy model investment by
the actual separations factor for that kind of investment and then sum all the interstate
investments. A similar procedure might be used for expenses. Alternatively, the company's
overall separations factor might be multiplied by the proxy model's overall cost of service
States using this method should be cautious about adopting federally imposed separations
factors. The FCC froze separations in 2001. Large carriers are still using separations categories
and factors based on their 2000 operations. During the freeze, the interstate revenues of many
carriers have grown, even as cost allocations have remained nearly constant

For example, the FCC's High Cost Model Support program uniformly excludes 24%
of cost calculated by the proxy model. 47 C.F.R. § 54.309(a)(4). The purpose is to exclude costs
that already have been separated to the interstate jurisdiction. The FCC chose 76% as an overall
network blend comprised of several components: 75% allocation of loop costs (in accordance
with 47 C.F.R. § 36. l 54(a)), 85% allocation of port costs, 0% of LNP cost and 100% of all other
model-based costs. FCC, Federal-State Joint Board on Universal Service. CC Docket No. 96
45, Ninth Report & Order and Eighteenth Order on Reconsideration, FCC 99-306, 14 FCC Red
20,432 (1999) n 63
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most-efficient [sic], and reasonable technology for providing the supported services that is
currently being deployed ,,1 I I

The FCC in 1997 saw two main advantages in using proxy model costs. First, the FCC
said that forward-looking cost "best approximates the costs that would be incurred by an efficient
carrier in the market," and therefore sends "the correct signals for entry, investment, and
innovation sol in In short, using the proxy model for universal service was supposed to have
promoted competitive entry. As it turned out, that prediction was almost entirely wrong. The
proxy model did not promote competitive entry to any significant degree, at least by facilities
based carriers

The 1999 model turned out to be largely irrelevant to the technologies that are actually
offering competitive local service. The proxy model estimates the cost of overbuilding an entire
exchange using switches, remote fiber-fed platforms, and "twisted pair" copper distribution
facilities. The FCC said this kind of network best approximated the cost of a new entrant. In the
ensuing years only a small minority of telephone exchanges have been overbuilt using that
wireline technology. The leading voice competitors today are cable VoIP providers and wireless
providers, each of which uses fundamentally different technologies and incurs costs in quite
different ways. Cable competitors generally face lower economic costs in areas where they
already have distribution facilities and higher costs in areas without those facilities.' '° Wireless
companies have lower costs than wireline in many low density areas

In December of 2009 the FCC admitted that its existing model, which was developed in
1999. has become obsolete

Not only are the model inputs out-of-date, but also the technology assumed by the
model no longer reflects the least-cost, most-efficient, and reasonable technology
for providing the supported services that is currently being deployed. The

USF First Report and Order, n 250

USF First Report and Order, 7: 224

Cable providers generally use their existing cable runs to provide telephone service in
common with their television offerings. Cost therefore depends on how much network
upgrading is needed to make the network capable of supporting voice as an incremental service
On the other hand, unserved areas are presumably more expensive to serve because coaxial
cables are more expensive to deploy and power than traditional twisted pair networks. Of
course, a different proxy model could predict these costs more accurately

If the proxy model hasn't promoted competitive entry in rural areas, another feature
of federal support has promoted entry in some areas. The Identical Support Rule provides
support to CETCs in an amount per line equal to the ILEC serving the same area. In some states
where federal support payments per line are high, commissions have received multiple petitions
from wireless carriers seeking designation as ETCs
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Commission's cost model essentially estimates the costs of a Narrowband, circuit
switched network that provides plain old telephone service (POTS), whereas
today's most efficient providers are constructing fixed or mobile networks that are
capable of providing broadband as well as voice services

This admission undercuts the older claim that using the cost model to calculate high cost support
promotes efficient competitive entry

The.FCC in 1997 also claimed that using proxy model costs would promote ILEC
efficiency' lo The FCC said that basing support on model-based costs would create incentives
for ILE Cs to cut costs."' While the FCC never explained fully, the claim seems to have had
three elements: 1) proxy models produce lower costs than embedded costs, 2) a support
mechanism that produces lower costs generates less support, and 3) reduced support promotes
efficiency. We consider these propositions in reverse order

The third proposition is arguably true. A carrier that receives less support undoubtedly
will seek to cut its costs, but that may not always be desirable. Cutting unnecessary costs is
desirable and can fairly be said to improve efficiency. Costs can be cut in other, more
controversial ways, however, such as deferring maintenance or eliminating customer service
employees._ Cost cutting can also mean postponing the construction of broadband Internet
facilities

The FCC's second assumption was that a model that identifies lower costs will require
less support. This proposition is often true because of the structure of the support formula for
cost-based support mechanisms. In general, anything that reduces the Cost term in that fionnula
will reduce support. The exception is where the same change that reduces Cost also reduces the
Revenue term. As it happens, that is exactly how the FCC's Model Based Support program

FCC High Cos! Universal Service Support, WC Docket No. 05-337, Further Notice
of Proposed Rulemaking, FCC 09-112, n 23 (released Dec. 15, 2009) (internal quotation
omitted)

USF First Report and Order, n 225

USF First Report and Order, n 226

That the FCC uses a proxy model to calculate support for non-rural carriers partly
explains why several state commissions reported to us that their rural carriers (that receive
federal support based on embedded cost) have deployed more broadband Internet facilities than
their non-rural carriers (that receive federal support based on forward-looking cost)
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works, the sole program for which the FCC uses the proxy model.' iv Under those circumstances
a change to the system of measuring costs might decrease or increase support

The first assumption was that proxy models can produce a lower overall cost than
embedded methods. Several good reasons lie behind the FCC's conclusion

Proxy models avoid recognizing any investment costs that an ILEC might create
by "gold plating" its network with unnecessary equipment or by incurring
wasteful expenses

Proxy models deploy modern technologies that often are less costly than older
technologies

Proxy models use optimum routing methods to locate feeder and distribution
facilities

Proxy models are less dependent upon ILEC accounting records, thereby reducing
an information asymmetry that favors the ILE Cs

On the other hand, other features of models increase proxy costs above embedded costs

Proxy models assume recent construction and therefore assume a low or zero
depreciation reserve. This overstates current cost for depreciation expense. It
also overstates net investment and therefore the return needed on that investment
In real networks, carriers do not instantaneously replace all of their facilities with
every improvement in technology. Much of their plant is partly depreciated
Some equipment is fully depreciated but still in service

Under the FCC's the High Cost Model Support program, the Revenue term is
replaced by a cost "benchmark." That benchmark is set at a cost that falls two standard
deviations above the mean cost. Therefore a shift in cost methodology that reduces Cos! is very
likely to reduce Revenue as well

For example, modern computerized switches are cheaper than older switches, thereby
reducing the perceived cost of central offices. Also, modern optical transmission technologies
are cheaper than electric transmission using copper wires, thereby reducing the perceived costs
of constructing interoffice transport
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Proxy models assume current labor and materials costs, but current costs can be
higher than those actually incurred in constructing legacy plant. For example, the
cost of copper has increased dramatically since 1999 when the FCC last estimated
that cost 1

The FCC explored the broader problems inherent in proxy models in a 2003 notice of
proposed Rulemaking (NOPR).'" The NOPR was issued outside the context of universal service
but the FCC recognized some implications for universal service as well. The NOPR stated the
broad objective of making forward-looking costs "more firmly rooted in the real-world attributes
of the existing network, rather than the speculative attributes of a purely hypothetical
network Based on that 2003 NOPR and other sources, proxy models can have the following
problems, some of which tend to increase cost and others of which tend to decrease cost

Proxy models assume a market inhabited by a ubiquitous carrier with a very large
market share The cost for such a carrier may be lower than that typical of
even an extremely competitive market

Proxy models assume that the latest technology is deployed throughout the
hypothetical network. In the real world, however, even in extremely competitive
markets, firms do not instantaneously replace all of their facilities with every
improvement in technology. Even the most efficient carrier's network will reflect
a mix of new and older technology at any given time

Proxy models can be insensitive to the costs imposed by geography. Early proxy
models (including the FCC's Synthesis Model) used simplified layouts for their

From the fall of 1999 to the summer of 2008, copper costs rose from about $0.75 per
pound to more than $3.00, an increase of 300%. See
http://t°utures.tradingcharts.com/hist_CP.html , consulted September 15, 2009

FCC, Review of the Commission 's Rules Regarding the Pricing of Unbundled
Network Elements and the Resale of Service by Incumbent Local Exchange Carriers, WC Docket
No. 03-173, FCC 03-224 (UNE Pricing NOPR). The context of the 2003 order was the rates
charged for unbundled network elements (UNEs). Soon after TA96 was enacted, the FCC had
required states to use a Total Element Long Run Incremental Cost (TELRIC) pricing
methodology for setting UNE Rates and the FCC encouraged states to use proxy models for that
purpose

UNE Pricing NOPR, 7: 4, 193

Id 1r5l

[of 1:50
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virtual feeder and distribution networks No account was taken of constraints
imposed by mountains, roads, manmade barriers or bodies of water. The model
therefore tended to understate costs in mountainous areas with winding roads and
rights-of-way

Some proxy models use unrealistically high "till factors." A till factor is the
percentage of the capacity of a particular facility or piece of equipment that is
used on average over its life. A high fill factor reduces costs by reducing the
amount of spare capacity carried by the system. Real networks are built with a fill
factor that anticipates future growth. In its own proxy model, the FCC declined to
consider future network demand,"' thereby increasing the fill factor and lowering

Proxy models can simplify "structure sharing" arrangements with other public
utilities. The cost of installing poles, digging trenches, and placing conduit is
usually shared by the incumbent LEC with other entities, such as power
companies, cable operators, or other telecommunications carriers. The more
sharing that a proxy model assumes, the lower the cost to the incumbent LEC of
providing the element. Proxy models generally take a simplified view of these
important cost variables

Proxy models can simplify the financial effects of common services within the
network, including special access The FCC's cost model does properly reduce
average costs when special access circuits increase within an exchange. The
FCC's model is limited, however, because it is capable only of modeling the cost
ofDS-1 circuits. The FCC's model does not include any procedure for
calculating the cost of higher capacity DS-3 circuits'" which are increasingly

Some more modem proxy models have corrected this problem

Federal~State Joint Board on Universal Service. CC Docket Nos. 96-45. 97-160
Tenth Report and Order, 14 FCC Red. 20156, 20301-02, 20304, Paras. 341, 346 (1999) (USF
Inputs Order), ajf'd sub nom. Qwest Corp. v. FCC, 258 F.3d 1191 (l0`" Cir. 2001).USFInputs
Order, 14 FCC Red. at 20243-44, Para. 199 ("[T]he fact that the industry may build distribution
plant sufficient to meet demand for ten or twenty years does not necessarily suggest that these
costs should be supported by the federal universal service support mechanism.")

Special access circuits are point-to-point circuits operated on the switched network

Federal-State Joint Board on Universal Service. CC Docket No. 96-45. Forward
Looking Mechanism for High Cost Support for Non-Rural LECs, CC Docket No. 97-160, Tenth
Report and Order, FCC Rcd. 20156, note 242 (1999) (Tenth Report and Order) (subsequent
history omitted)
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important elements in special access sales Proxy models generally do not
differentiate between networks that support DSL and those that do not

Proxy models can use unrealistically low return rates on investment. Competition
increases an incumbent's risk, but proxy models are often run at return levels
established before competition was widespread

Maintaining "proxy models has proven a difficult task for state commissions. The models
rely on dozens of cost parameters and costly geographic databases. Proper maintenance requires
the commission periodically to collect new input data. It may also be necessary to modify the
model itself to keep up with technical. advances. No state appears to have accomplished the task
of keeping a proxy model up-to-date.'" Over time, model results become increasingly
unreliable as prices of materials and labor change, as subscribership changes, and as populations
move about

Cost of broadband infrastructure

Underlying every Cost calculation is an assumption about the extent and quality of the
facilities needed to provide the required services. Broadband service often requires more costly
facilities, since it generally requires higher capacity feeder and distribution facilities
replacement of some existing copper lines with fiber, and the placement of more remote
terminals. A broadband-capable network_will generally have a higher Cost than a network
designed only to support voice services

A state that operates a cost-based system must decide whether broadband costs should be
included in the support mechanism. At one extreme, a state might exclude all broadband-related
facilities and costs, limiting Cost only to network costs necessary to provide voice service. One

See P. Bluhm and R. Loube, Competitive Issues in Special Access Markets,NRRI
Report 09-02

UNE Pricing NOPR, 7: 83

The FCC has not updated its own model. The FCC does require carriers frequently to
update their switched line counts, but these line counts are not used to recalculate costs under the
rnodei, which the FCC has not run since 2004

A large portion of a broadband-capable network consists of facilities that are used in
common with the voice network. Where a state uses a proxy model lOt cost, the state
commission often decides explicitly whether the model should design a proxy network that is
capable of supporting broadband services. Where a state bases support on embedded costs
unless the commission directs otherwise, carriers are likely tO include broadband investment in
their cost reports for cable and wire facilities and possibly for some central office equipment



difficulty with this approach is that it can be very difficult to find a fair method to exclude
broadband costs from a dual-purpose network that uses many common facilities

At the other extreme, a state might increase the Cost term in any area where the
supported carrier has deployed broadband-ready facilities. This policy would create a financial
incentive for carriers to upgrade their networks enough to offer broadband

Revenue

Revenue is the second term in the cost-based mechanism equation. It reflects revenue the
carrier can reasonably expect in the same year of operations in which the costs are incurred

Customer-paid revenue is the most obvious form of Revenue. The simplest approach is
to use the carrier's actual projected revenue. Some states, including Maine and Nebraska, place
a virtual "floor" under customer-paid revenues designed to prevent carriers from using high cost
funding to maintain very low local rates."° These states set customer-paid revenue equal to the
number of subscribers multiplied by a "benchmark" local rate that the state believes is affordable
to customers. To the extent that the carrier charges rates lower than that floor or benchmark
high cost support does not subsidize that choice

Revenue can also include other forms of subscriber-paid revenue such as state subscriber
line charges. A state can also add an amount representing the carrler's average revenue from
vertical services

Revenue can also include non-subscriber revenues such as net intercarrier revenue. If
these non-subscriber revenues are not deducted from support, the carrier might recover some of
its cost twice

Revenue can also include federal universal service fund receipts. Determining whether
all such support should be included requires some knowledge of separations as well as the
history and purpose of these support programs. To be consistent, a state should either take an
unseparated or "total company" approach to Cost and Revenue, or it should consider only
intrastate Cost and intrastate Revenue. Three of the five major FCC high cost support programs

The federal High-Cost Loop program for rural carriers has essentially done this by
including all loop costs in the program, even when those loops are capable of providing high
capacity services

Some states call this virtual rate floor a "benchmark local rate

Some states have established these Fixed charges as a way of compensating ILE Cs for
the use of loop facilities by interexchange carriers
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Program Effect on Intrastate Revenue Requirement (CaRR)?

High Cost Loop Yes. Federal support creates an "expense adjustment" that reduces
. . . 38

CaRR and increases interstate revenue requirement. 1

Local Switching Support Yes. Support reduces CaRR by assigning more switching costs to
. 139
interstate.

High Cost Model Support Yes. Support is aimed at enabling reasonable comparability of
. . 140
nntsrastate rates and therefore should be booked as intrastate revenue.

Interstate Access Support No. Support is interstate revenue.

Interstate Common Line Support No. Support is interstate revenue.

should be counted a s  Re v e nu e in either case Table 5 explains the effects of those five major
federal high cost programs on intrastate revenue requirements

Table 5. E M of Federal High Cost Programs on Intrastate Revenue Requirements

Unregulated operations

Modem telecommunications networks provide multiple services, only some of which are
regulated in the traditional sense. States should consider whether to include revenue from
unregulated operations in t h e  Re v e nu e term of any cost-based support mechanism

Digital Subscriber Line service (DSL) provides a prime example. In 1998 the FCC held
that DSL service was an interstate telecommunications service In 2007. the FCC went further
and decided that DSL is an interstate "information service As a result of these decisions. an

The IS and ICLS programs produce only interstate Re v e nu e . These programs were
created incidental to FCC reductions to interstate access rates. Support from these two programs
should be considered only if the state also uses unseparated Cos t data

47 C.F.R. § 36.631

47 C.F.R. § 54.301

FCC.Federal-State Joint Board on Universal Service.CC Docket No. 96-45. Ninth
Report and Order, 14 FCC Red. 20432 (1999) (subsequent history omitted), n 62

FCC, GTE Telephone Operating Cos. GTOC TarufNo. 1, GTOC Transmittal No
1148,13 FCC Rod. 22466, 11 1 (1998),recon.,17 FCC Rod. 27409 (1999)

FCC, Appropriate Framework for Broadband Access to the Internet over Wireline
Facilities,CC Docket No. 02-33, Report and Order and Notice of Proposed Rulemaking, FCC
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ILEC can invest in plant facilities, increasing its regulated plant account, can use that plant in
common with unregulated DSL services, and can exclude much or all of the additional revenue
from intrastate regulated accounts

While state commissions cannot consider DSL revenues when they set the intrastate rates
for telecommunications services, nothing in federallaw prevents them from doing so when
determining high cost support. Indeed, failing to account for such revenue could force the state's
high cost fund to inadvertently support those DSL facilities,"" a result that not all states would
welcome. States can avoid that result by including DSL revenue in their support calculation
either on a wholesale basis or a retail basis

Similar concerns apply to revenue generated by video services provided over common
facilities. As with DSL, federal preemption may make these revenues inadmissible in any state
proceeding to set a carrier's rates, but calculating state high cost support is a different case
Where supported network facilities are used to provide unregulated services and the costs appear
in the Cost term of the support calculation, a state may legitimately consider those activities in
the Revenue term as well

4 Examples of cost-based funds

Many states provide cost-based support. Some use different methods to estimate the
costs of large companies (including RBOCs) and smaller companies. As is true for several hold
harmless mode states, states with cost-based funds often make adjustments for very low local
rates

Arkansas organizes its carriers into four categories, roughly based on size. It uses
two different cost-based methods for these categories

05-150,
Telecom, Inc. v. FCC, 507 F.3d 205 (3' Cir. Oct 16, 2007)

20 FCC Red. 14,853, 115 (2005) The FCC's order was upheld on appeal. Time Warner

In prescribing the methods for categorizing DSL costs, the FCC allowed ILE Cs to sell
DSL access to affiliates on a wholesale basis which it called "broadband Internet access
transmission arrangements." For these "BIAT" services, ILE Cs may decide to offer the service
on a common carrier basis" or a "non-common carrier basis

This could occur for example, where: (1) the carrier has upgraded its loop facilities to
support DSL, (2) the carrier offers BIAT service on a common carrier basis, including the
DSL/BIAT investment in rate base, and (3) the state provides cost-based support to the carrier

Wholesale BIAT revenue would be equal to the revenue to the ILEC from DSL
providers using its network, whether affiliated or not

Retail BIAT revenue would be equal to the retail revenue to the ALEC's DSL affiliate
adj used, if necessary, for DSL services provided by unaffiliated companies
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O Arkansas uses a proxy model to estimate cost for its sole Category I
carrier, AT&T. Estimated revenues are set equal to the FCC's published
benchmark for its High Cost Model Support program

O For its other three categories of carriers, Arkansas uses embedded cost
methods, but it considers only loop costs Estimated revenues are set
equal to the sum of its customer revenues plus any federal high cost
support received. Customer revenues are deemed equal to $28.70 per
month ($344.40 per year), which is roughly equal to the NECA-calculated
national average cost per loop in 2005. The Arkansas fund pays support
equal to all of the net revenue deficiency, within limits of the funding caps
set for each category

California has two cost-based funds, one for large and one for small carriers

O California's "A Fund" supports rate-of-return carriers and provides
support based on actual costs, as determined by a general rate case. The
amount of the resulting subsidy is fixed for three years and is then stepped
down over a six-year period. As discussed earlier, this "waterfall
provision gives the carrier an incentive to periodically undergo a rate case
to re-establish the proper support level

o California's "B Fund" is also a cost based fund, applicable in this case to
the four large ILE Cs in the state (AT&T, Verizon, Frontier, and
Sure West). B-Fund costs are estimated using a cost proxy model run at
the census block group level. Support from the fund is the difference
between the results of the cost proxy model and a benchmark of $36.00
per line per month

To set this benchmark the FCC prepares a list of statewide average cost of non-rural
carriers, by state. The mean and standard deviation of this table of state data is calculated. The
benchmark is set at the point two standard deviations above the mean. In 2009, the mean cost
was $21.43, the standard deviation was $3.35. The benchmark was $28. 13. See
/zttp..,4"»vww. Luzivcfr.s'c1/se1.vice. orgfkzlvoz1/,/QQove1.m7nc'e }'bc-filings/'2009/quczlver-4. asps ( r e p o r t  H C I  6

H i g h  C o s !  M o d e l  S u p p o r t  P r o j e c t e d  b y  S t a l e )

Arkansas obtains each carrier's unseparated loop cost data from the carrier's filings
with the National Exchange Carriers Association. Each carrier's revenues are set equal to the
sum of its customer revenues plus any federal high cost support received. Customer revenues are
deemed equal to $28.70 per month ($344.40 per year), which is roughly equal to the NECA
calculated national average cost per loop in 2005. The Arkansas fund pays support equal to all
of the net revenue deficiency, within limits of the applicable category caps. Because categories 2
through 4 can have multiple carriers, Arkansas pro-rates support within categories if necessary to
comply with the category caps

50



Colorado determines support for non-rural carriers using a cost proxy model. The
carrier's modeled cost is then compared to the carrier's intrastate revenues. If
modeled cost exceeds revenues, the carrier receives support from the state high
cost fund. For rural carriers. Colorado uses the carrier's actual cost to determine
the support level, although it has adopted a simplified method of estimating those
costs. The Colorado commission reviews a one-page summary of each carrier's
revenue requirement, as well as a summary of its intrastate revenues

After an initial three-year transition period, Kansas adopted a cost-based
methodology. Support for rural carriers is based on embedded cost. For non
rural carriers, Kansas uses a cost proxy model that produces cost estimates at the
wire center level and then disaggregates cost further between base rate areas
within city limits and outlying areas. Non-rural carriers receive per-line support
for wire center areas where modeled costs are above 135% of the state average

Maine's fund operates using embedded cost and rate-of-return principles. A
Maine carrier's support is equal to the difference between its intrastate revenue
requirement and its intrastate revenues. The revenue requirement is calculated
through a simplified rate case. Revenues are estimated by multiplying the
carrier's billing units for intrastate services (residential line, access charge
minutes of use, etc.) by the carrier's rates. Maine adj uses support for low local
rates by using a fixed benchmark rate for local service

Since 2005, Nebraska has operated a cost-based fund that uses a single-cost proxy
model to estimate the costs of all its ILE Cs. both rural and non-rural. Nebraska
establishes revenue per line as equal to the sum of the carrier's customer revenues
(including SLC revenues), its average intrastate access charge revenues, and its
federal USF support. Nebraska imputes local exchange customer revenues based
on announced benchmark rates ($l7.95 for urban and $19.95 for rural areas)
Any carrier that has actual rates below this benchmark may increase its local rates
to the benchmark but is not required to do so

Bill credit mode

The third distribution mode for high-cost support is to mandate that telecommunications
carriers provide explicit customer bill credits for customers who otherwise would pay high retail
rates. The carrier is then reimbursed from the fund for credits actual Ly granted

Bill credit mode support is calculated using the following basic equation

The first tern, Local Service Rate, is the rate for a basic package of voice services. It can
include all fixed charges, including any state subscriber line charge. it can also include an
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allowance for usage in local and extended local calling areas and even a limited amount of toll
usage

The second term, Benchmark Rate, is set at a level at which the state deems service
affordable by most customers. Commissions can consider the average income of the state or
community and the average local exchange service rate throughout the state generally

The state's chief tasks in using the bill credit method are to define what parts of a
customer's bill should be included in the Local Service Rafe calculation and to set a standard for
the Benchmark Rate. While these are not simple tasks, they allow the commission to avoid
issues that bedevil the cost-based mode, such as how to measure the carrier's Cost. whether to
use proxy models and how to estimate the carrier's Revenue. In essence; the bill credit mode
decouples the process of ratemaking from the process of calculating support. Whether rates are
regulated or unregulated, the support system responds to the consumer's actual cost

Similarly, the bill credit mode avoids issues that arise in hold-harmless mode, such as
whether a carrier's current revenues should be adjusted before using them as a base for future
support and whether very low local rates should cause a downward adj vestment to support. Very
low local rates in the bill credit mode automatically generate no support

The disadvantage of bill credit mode is that by reducing the customer's net cost, it could
encourage rate increases. For such a support plan to work properly there must be some external
constraint on the size of monthly bills. Without that constraint, carriers would have perverse
incentives to raise rates so that credits and support would increases

That constraint could come from regulation or from market forces. A third option is to
support only a portion of the difference between the Local Service Rate and the Benchmark Rafe
Supporting only a portion of that difference in support requires the remainder to be recovered
from customers, a feature that could detract from universal service objectives but that creates a
constraint on customer bills

1 Examples of bill credit funds

Two state funds currently use the bill credit mechanism

Wyoming calculates a separate Benchmark Rate for residential service and for
business service. Each Benchmark Rate is equal to the average state rate for that
service, multiplied by l30%. Subscribers whose rates are above the Benchmark
receive a credit on their bill; the CarTier is reimbursed for the credit from the high
cost fund

Wisconsin sets the Benchmark Rate at a level sufficient to purchase a standard
service package of essential services. The package includes local service, the
federal Subscriber Line Charge, access to 91 l, an allowance for long-distance

52



usage, and an allowance for calls within the local calling area The Wisconsin
Benchmark Rate also varies by county, based on median income. If a customer's
rate for the package of essential services does not exceed 1.5% of the county
median household income, the customer will not receive any High Rate
Assistance Credit. For example, if a county has a median household income of
$30,000, the benchmark rate would be $37.50 (= [$30,000 / 12 months] X l.5%)
If the package of essential services is priced at $37.50 or less, the customer would
receive no credit. If the package is priced above the benchmark, in this case
$37.50, the customer receives a credit for a portion of the difference. The greater
the difference from the benchmark, the greater the support percentage

Auctions

Many economists advocate the use of "competitive bidding" or "reverse auctions" as a
mechanism to allocate universal service funding. In such an auction the winner would be the
bidder that is willing to provide Carrier of Last Resort (COLR) service while demanding the
smallest public subsidy. Proponents maintain that this market-like mechanism could reduce the
amount of existing subsidies to ILE Cs, while still maintaining universal service. Proponents also
argue that auctions can identify the most efficient technology to serve an area and can
accurately identify the total stream of non-subsidy revenues that is available to each bidder

Both federal and state regulators have expressed interest in using auctions as a way of
distributing universal service funding. The FCC said in 1997 that competitive bidding and
auctions have many potential advantages and that it would "continue to review" competitive

The local calling allowance in each area is related to the size of the local calling area

The actual calculation of credits is as follows
Portion oRate Z 1.5% but < 2% of county median household income
Portion of Rate > 2% but < 2.5% of county median household income
Portion of Rate 2 2.5% but < 3% of county median household income
Portion of Rate Z 3% of county median household income

50% credit
75% credit

%> credit
95% credit

For example, if wireless technology can meet the minimal service requirements set
forth in the request lOt bids, a wireless bidder might be able to submit a lower bid than any
wireline bidder

In cost-based support, regulators must estimate carrier revenues in order to calculate
support. This process can be controversial, since carriers have an incentive to try to exclude
categories of revenue based on regulatory classifications and to make low estimates of future
revenue. Auction advocates maintain that competitive bidding shifts changes these incentives
Since each bidder is likely to assume that other bidders are efficient, each bidder is likely to
make realistic estimates of all fUture revenues, regardless of regulatory category
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bidding systems. The California Commission also has a longstanding interest in competitive
bidding and auctions. In 1996 the commission indicated its interest in competitive bidding.53 In
2007, the California commission stated that it did not regard the distribution method for its "B
Fund" to be competitively neutral. It announced plans to replace the current method with a
reverse auction mechanism. 134 The Wisconsin commission has said that if a local exchange
carrier should seek to relinquish its status as an ETC, and if no other carrier is interested. the
commission might conduct an auction

ILL

Universal service auctions have drawn interest for decades. It does not appear, however
that there has been a single case, in the United States or elsewhere, of a successful reverse
auction that allocated universal service subsidies in an area with an established wireline
telecommunication network

One problem is the added complexity of holding an auction for an area already served by
an ILEC 56 A theoretical benefit of auctions is that they reduce the amount of support needed to
maintain universal service. In practice, however, auctions create risk for bidders that can
actually increase the required subsidy unless the state forecloses that possibility in advance

USF First Report and Order,7:207 ("[T]here are many potential advantages to
defining universal service support levels for rural, insular, and high cost areas through the use of
a competitive bidding mechanism. We recognize, as did the Joint Board, that competitive
bidding could supplement another forward-looking economic cost methodology in determining
the universal service support levels because a properly structured bidding system requires
competitors to reveal expected revenue opportunities. Accordingly, we will continue to review
competitive bidding systems to determine whether competitive bidding could be used to
determine universal service support through market-based mechanisms.")

See California Public Utilities Commission, Rulemaking on the Commission's Own
Motion into Universal Service and to Comply with the Mandates of Assembly Bill 3643, Order
96-10-066 (Cal. PUC Oct. 25,1996) at 215-16, 260

See California Public Utilities Commission, Rulemaking 06-06-028, Decision 07-09
202, issued in Sept. 13, 2007, at 1 16. According to the response to a NARUC 2007 survey
California allows any COLR in a multi-COLR area to file a letter opting out of its COLR
obligations within a geographic study area. However, the last COLR remaining may withdraw
only upon approval of an application by the commission or a new COLR has been designated as
a result of an auction

Wis. Admin. Code PSC 160.l3(5)(c)

Federal law may impose additional legal barriers to reverse auctions in the United
States. If an ILEC loses an auction, a state commission may not be able to relieve the ILEC of
obligations imposed by federal law. See 47 U.S.C. § 25l(c) (additional obligations of incumbent
local exchange carriers)



One way to limit fund expansion is to set a "reserve price" equal to the current high cost
subsidy. Such an auction, however, could produce only one bidder, the ILEC. When Australia
conducted a reverse auction, its only bidder was Telstra, the incumbent provider

It is useful to assess the risks facing a potential bidder in any auction. Bidder A may
intend to build its own facilities. For several reasons, the costs of those new facilities can be
higher than the ALEC's current net plant account, possibly even higher than the ALEC's original
cost. Labor costs have risen over the years. Some materials prices have also increased. Copper
wire and poles, for example, are more costly than they were in the 1990s. In addition, any new
facilities would also be likely to create a higher depreciation expense than that of most
incumbents' existing networks. Therefore, Bidder A planning to construct its own facilities
might well submit a bid higher than the ILEC

Bidder B may intend to acquire existing facilities from others (including the ILEC), such
as poles and wires. This introduces a different set of risks. A state commission that sponsors an
auction might even provide a procedure to transfer those assets after the auction, or it might
leave the bidder to its own devices. In either case, the bidder is unlikely to know in advance the
final acquisition cost. Facing that uncertainty, Bidder B would increase its bid price

Bidder C may plan to rely on purchased services. ILE Cs are required to provide carrier
to~carrier services, including UNEs, resale and collocation,'°' and ILEC services are often less
costly than new construction. Yet the auction itself creates risk for Bidder C. If C submits the
low bid and wins the auction, the ILEC would lose its existing universal service support. That
could drive the ILEC into a business failure, depriving Bidder C of the services it needs to
perform its contract Facing that risk, Bidder C would increase its bid price

Auctions have been successful in developing nations such as India, Nepal and some
South American countries. India also used reverse auctions to assign the right to build new
mobile networks. Yet all these successful overseas auctions had an important difference: all
anticipated the "greentield" construction of new networks or facilities in currently unserved
areas

In the U.S., the availability of UNEs has been cited as a complicating factor for
reverse auctions. See V. Sorana, "Auctions for Universal Service Subsidies," .Journal o
Regulatory Economics, 18(1) (2000) at 57, Dennis Weller, "Auctions for Universal Service
Obligations, Telecommunications Policy, 23 (1999), 645-674. A CLEC bidder might rely on
resale or UNE loops for some or all areas. A cable company bidder would typically have
facilities in some but not all areas and might also plan to rely on UNE loops or resale. A
wireless carrier might rely on cell towers for the last mile, but would typically rely on special
access circuits for backhaul

Valter Sorana notes that proponents of auctions "should consider implicitly the
effects of incumbency." See V. Solana, "Auctions for Universal Service Subsidies,"Journal q
Regulatory Economics, l8(l) (2000) p. 57
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Two members of Congress have proposed that auctions be used to reduce federal high
cost support payments to wireless carriers err Their draft bill would require the FCC to select up
to two winning bidders in any area with at least three wireless providers that can participate in
competitive bidding. In areas served by fewer carriers, the draft bill would require the FCC to
continue providing high cost support at current levels. The legislation has not advanced at this
writing

International experiences suggest that auctions might have a role in promoting the
deployment of broadband in the United States, because many areas are currently unserved by
terrestrial facilities. Similarly, auctions might be useful to slightly reduce federal support to
wireless carriers. The fundamental claim for auctions, however, is that they can allocate support
for wireline voice services in the United States. Auctions appear far less promising in that
context. It is perhaps no accident that no other country has turned to reverse auctions for
universal service in developed areas

Amount of support to competitive carriers

As noted in part IV, several states provide high cost support to competitive carriers. An
essential step in providing support to such competitive carriers is to determine how the amount
of that support should be calculated

One option is to require the competitive carrier to demonstrate its own cost. No state
commission has awarded support to a competitive carrier based on its own costs. Maine has said
that it would do so if asked, but no competitive carrier in Maine has sought that support

The second option is the Identical Support Rule. Under this rule, a competitive carrier
receives per-Iine support equal to that provided to the ILEC serving a customer in the same
location. For example, Kansas provides support to competitive ETCs based on the per-line
support amount of the rural ILEC serving the same area

Since 1999, the FCC has also used the Identical Support Rule to distribute federal support
to competitive carriers The federal rule has been controversial, and in 2007 the Federal-State
Joint Board on Universal Service recommended that it be repealed

See, e.g., "Discussion Draft" legislation released by Congressman Boucher and
Congressman Terry on November 6, 2009

S. Wallsten, Reverse Auctions and Universal Telecommunications Service: Lessons
ram Global Experience. Washington, D.C., Technology Policy Institute (April 2008)

47 c.F.R. § 54.307(al



Proponents of the Identical Support Rule consider it to be competitively neutral. For
example, when the FCC adopted the Identical Support Rule for federal support, it said that
[u]nequal federal funding could discourage competitive entry in high-cost areas and stifle a

competitor's ability to provide service at rates competitive to those of the incumbent "463

The Identical Support Rule has several disadvantages. First, it breaks the connection
between cost and the subsidy, allowing some carriers to receive support well in excess of their
actual costs. A competitive ETC (including wireless carriers) receives support based on the costs
incurred by the ILEC, which quite likely has a different cost structure. That ILEC is by
definition a high-cost carrier or it would not be receiving support. This result can be
inappropriate if the competitive carrier has not been required to build facilities or if, using a
different technology, the competitive carrier has lower costs than the incumbent

Second, the Identical Support Rule assumes that service is provided at the customer's
billing address. Yet mobile services are, by definition, accessible throughout the network, not
merely at the subscriber's billing address. The customer location problem is particularly
awkward when the wireless customer cannot get service at his or her billing address but
nevertheless subscribes to the mobile service for travel

Third, the Identical Support Rule subsidizes multiple networks and therefore can induce
uneconomic entry. At the federal level, the Identical Support Rule has created an incentive for
wireless carriers to become designated ETCs in states with high ILEC per-line support amounts
Several state commissions in such states have been faced with many ETC petitions, particularly
from mobile carriers. This feature can also greatly increase the fund size

Fourth, the Identical Support Rule inaccurately assumes that one access line won by a
competitor means one line lost by an ILEC. The FCC's original premise for the federal rule was
that a competitor "captures" a line from the ILEC. In reality, the overall number of lines
increased as many customers added wireless phones. This feature can also cause unforeseen
increases in fund size

The FCC, in response to the rapid growth in the federal high cost fund caused by the
rapid proliferation of competitive ETCs (most of them wireless providers), implemented a cap on
the total annual amount of high cost support expended for competitive ETCs. The cap, an
interim step until the FCC undertakes federal USF reform, freezes support for competitive ETCs
at March 2008 levels. (FCC 08-122). Finally, the Identical Support Rule behaves in surprising
ways as competitive carriers' market shares changes. In Appendix C we explain a plausible but

Federal-State Joint Board on Universal Service, Matter of High-Cost Universal
Service Support, WC Docket No. 05-337, Recommended Decision, FCC 07]-4, 22 FCC Rcd
20477 (Three Funds RD) n 35

FCC. Federal-State Joint Board on Universal Service, CC Docket No. 96-45, Ninth
Report and Order, 14 FCC Red. 20432, n 90 (1999) (subsequent history omitted)
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simplified scenario with a facilities-based competitor, a cost-based ILEC support mechanism and
the competitor's support calculated under the Identical Support Rule. The simulation results are
tabulated in Appendix C and summarized in Chart 3 below

Chart 3. Support and Costs for ILE Cs and Competitors with Identical Support Rule

Chart 3 shows that the Identical Support Rule is disappointing in two ways

When the competitor's market share is small, support is only a small share of its
fixed costs. Therefore, when a competitor contemplating entry into a local exchange market
anticipates a small market share, support is unlikely to affect that entry decision

As the competitor's market share increases, CETC support increases
exponentially and can far exceed total cost. This occurs because, as the CETC's market share
increases, the ALEC's cost per line increases, as does its support. At the same time, the CETC's
per-line support amount increases as its per-line cost decreases. In this illustration, when the
CETC market share reaches 90%, its support exceeds 500% of its cost

The exception is where the competitor has little or no fixed cost. In that case, the
Identical Support Rule can provide support greater than cost even at a small market share

We recognize that this extreme hypothetical result would be unlikely to occur in
practice, Long before a CETC received that support equal to 500% of cost. the state commission
would be likely to intervene
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This behavior seems counter-intuitive to many policy makers. One would hope that a
support system that incorporates the Identical Support Rule would treat ILE Cs and competitors
the same. Yet the reality is that the Identical Support Rule treats ILE Cs and competitors quite
differently and can produce unforeseen interactions with other support rules. A state that offers
support to competitive carriers should carefully analyze the interactions among all its support
rules. The analysis should consider a range of conditions, including circumstances where the
ILEC is no longer dominant. The analysis should evaluate the incentives created by state
support, and how those incentives are likely to affect overall fund size

On the other hand. the results would be even more extreme if less conservative
assumptions are used. Those would be that more than 60% of costs are fixed, that competitors
often gain lines more rapidly than ILE Cs lose lines, and that a competitor's costs are often lower
than the ALEC's costs
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.State
X

f Revenue ($MM)
.

Fiscal Year
. (2007-0s unless

indicated otherwise)
Alaska 4.2 2008

Arizona 0.8

Arkansas 13.2 2007

California 665.

Colorado 64.2

Idaho 2.0

Illinois 9.9

Indiana 15.8

Maine 8.0

Nebraska 51.
Nevada 0.0

New Mexico 23.

Oklahoma OUSF 5,3

Oklahoma HCF 37.

Oregon 49.

Pennsylvania 33.8

South Carolina 54.6 2007

Texas 649. FY 2006

Utah 6.6

Wisconsin 6.0

Wyoming 3.3

VI. Collecting State High Cost Funds

State practices

States are collecting significant sums of money for their universal service activities
Table 6 summarizes the overall fund revenues of states that have high cost funds. As Table 6
shows, the state fund ranges from a high of $665 million in California to a low of $3.26 million
in Wyoming. These amounts include all universal service revenues, not merely those expended
as high cost support

Table 6. Overall Fund Revenues for States Providing High Cost Support

Information for Texas was provided through interview rather than through our survey
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The revenue base

Nearly all states raise these funds through a d  v a l o r em surcharges on telecommunications
services. Idaho and Arizona are the exceptions, with each state imposing both a monthly
surcharge on lines and a second surcharge on toll usage.'°' Although states have shown interest
in FCC proposals to impose a surcharge on telephone numbers or connections, no state has
adopted such a plan

All s t a t e s  w i t h  a d  v a l o r em surcharges exempt wholesale charges b e t w e e n carriers
Because of this exemption, a niche competitor (like a reseller) that provides only a retail service
can compete with a vertically integrated provider that also provides its own facilities. Therefore
this exemption maintains competitive neutrality as between vertically integrated providers and
providers who purchase upstream component services

Among states that levy a d  v a l o r em surcharges, nearly all impose their surcharges only on
intrastate services. South Carolina was the only state with a high cost fund that assesses both
intrastate and interstate revenues Vermont imposes a surcharge on both intrastate and
interstate revenues for other universal service purposes

Several states expressed concern in our survey about the declining base of intrastate
revenue. Some states suggested that wireless and VoIP providers should be required to
contribute to state universal service programs. Oregon noted the difficulty in keeping its
surcharge rate at a reasonable level while the revenue base declines

In Idaho, the line charge is $0.10 per residential line and $0.17 per business line and
the toll surcharge is $0.003 per minute. Arizona has a two-category system. Category One
imposes a line charge on providers of basic local exchange service, wireless service, paging
service and other Commercial Mobile Radio Service providers that interconnect with the public
switched network. In 2009 these providers pay a monthly rate of $0.00647l per access line and
$0.064714 per interconnecting trunk line. Category Two providers are intrastate toll service
providers, who pay a monthly surcharge of 0.2485% of intrastate toll revenues

Colorado, New Mexico, and Pennsylvania reported that they have evaluated the
possible impact of the FCC plan. All three expressed concerns, citing a shift in costs to the
residential ratepayer

Vermont operates a universal service fund based on a surcharge on intrastate and
interstate bills, but it does not use the proceeds for high-cost support

Vermont's universal service program supports the state's enhanced 91 l program
Lifeline and benefits for the hearing impaired. 30 Vt. Stat. Ann. § 7511
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Contributing services, exemptions

All states require contributions from retail switched wireline carriers. Every responding
state with an ad valorem surcharge for universal service told us they require contributions from
ILE Cs. CLECs and IXCs. or from their customers

States do not agree about requiring contributions from wireless carriers. A majority of
states reported that they require wireless providers to contribute.' H South Carolina wireless
providers only contribute if they have obtained federal ETC status in that state

Contribution from VoIP providers is an evolving area of law. The Eighth Circuit Court
of Appeals decided in 2009 that Nebraska could not impose a universal service surcharge on the
revenues of a nomadic VoIP provider. ' /4 Later in 2009, the Nebraska and Kansas commissions
asked the FCC to explicitly permit such surcharges, but the FCC had not acted on the petition at
this writing

Fixed VoIP providers present different issues than nomadic VoIP providers. In many
states, fixed VoIP providers have obtained state certificates to operate as telecommunications
carriers In addition, fixed VoIP has more capabilities to identify the location of the end points
of switched calls. The impossibility of identifying these locations was a key factual finding that
supported the special treatment afforded to nomadic VoIP

Based on survey responses, wireless carriers contribute in Alaska, Arizona, Arkansas
California, Colorado, Indiana, Kansas, Maine, New Mexico, Oklahoma, and Utah. They do not
contribute to state funds in Idaho, Illinois, Nebraska, Nevada, Oregon, Pennsylvania, Wisconsin
or Wyoming

Voyage Holdings Corp v. Nebraska Public Service Comm 'n., Case No. 08-1764, 564
F.3d 900 (8"' Cir. 2009). "Nomadic" means that the service can be used at any Internet port with
sufficient bandwidth, regardless of location. Fixed VoIP services are provided over fixed
facilities. such as cable TV distribution lines

See, FCC, Petition for Declaratory Ruling of the Nebraska Public Service
Commission and the Kansas Corporation Comrnissionfor Declaratory Ruling or, in the
Alternative, Adoption of Rule Declaring that State Universal Service Funds May Assess Nomadic
VoIP Intrastate Revenue, FCC WC Docket No. 06-122, petition Hled July 16, 2009

In many cases large fixed carriers see other benefits from their status as certificated
carriers, including interconnection benefits, arbitration of agreements, and availability of
telephone numbers
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Several states reported that they require some VoIP providers to contribute to state high
cost funds.l /J Other states reported receiving contributions only from fixed VoIP services or
only from carriers with certificates to operate as intrastate telecommunications carriers
Several states reported that the status of VoIP contributions is unsettled. These states are
proceeding cautiously in light of the difficulties that Nebraska experienced

Modem telecommunications include new kinds of services other than the traditional
telephone subscriptions with monthly bills. These newer products include prepaid cards and
prepaid wireless phones. The retail outlets that sell these cards and phones have no traditional
relationship to the state utility commission or its third party collection agent. It would be
inefficient to collect surcharges from all these retail locations, which can number in the
thousands. Where a state imposes a universal service surcharge on such sales, the underlying
carrier typically reports the revenue, either upon consignment of the merchandise to the retail
outlet or upon receiving a report that the merchandise has been sold.' lo The carrier often applies
a "safe harbor" percentage to exclude interstate services from its reported revenues or sales

A few states have adopted De minims exemptions to contribution requirements

• One approach is to exempt carriers with little revenue. Maine exempts carriers
with less than $12,500 intrastate revenue per quarter. Wisconsin exempts carriers
with less than 3200.000 of intrastate revenues

Another approach is to exempt carriers that owe small payments. This approach
is used in Alaska ($l00 per year), Colorado (S10,000 per year), Illinois ($2,400
per year), and Pennsylvania ($l20 per year)

Administration of contributions has become more difficult due to regulatory changes
particularly regarding wireless and VoIP providers. At one time, there existed a one-to-one

Kansas, Maine, Nevada, New Mexico, Oklahoma, and Wyoming reported, without
further elaboration, that VoIP providers are contributing to their funds

Illinois and Nebraska reported that fixed VoIP providers but not nomadic VoIP
providers are required to contribute. Indiana, Pennsylvania, and South Carolina reported that
only certificated VoIP providers are required to contribute. Oregon reported that VoIP providers
are not required to contribute, but the largest VoIP provider in Oregon elected to be certificated
and does pay into the state fund

For example, New Mexico recently dismissed a pending case against VoIP providers
in its state. Some nomadic VoIP providers in Kansas are refusing to contribute to the Kansas

Yee FCC,Regulation of Prepaid Calling Card Services, WC Docket No. 05-68
Declaratory Ruling and Report and Order, FCC 06-79 (rel. June 30, 2006) (requiring prepaid
calling cards to contribute to federal universal service funds based on interstate revenues)
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State 1 SUrcharge rate Base
Alaska 1.05% Seller's retail revenues
Arkansas 1.49% Buyer's retail cost
California A find 0.13% Buyer's retail cost
California B fund 0.25% Buyer's retail cost
Colorado 2.20% Seller's retail revenues
Illinois 0.36% Seller's retail revenues
Indiana 5.38% Buyer's retail cost
Maine 1.21% Buyer's retail cost
Nebraska 6.95% Buyer's retail cost

mapping: all certificated carriers made contributions, and all contributions came from certificated
providers. Today, this relationship is no longer valid, but most states still use certification as a
source of information to track service providers and asses_s contributions. Some states require
VoIP providers to be certificated 1-IA while others do not

Some states obtain information from other sources to track contributors. These include
annual reports, specialized databases and registries, FCC databases, and the USAC website
Nebraska reports that it expends substantial resources on tracking carriers. The Nebraska staff
has created a contact database (which all carriers are expected to update on an annual basis) as
well as a communication provider registry. In addition, the Nebraska staff obtains information
from the Secretary of State's website, newspapers advertisements and the yellow pages. Some
states rely on their third-party fund administrator to track contributors

Carrier and customer surcharges

Where a state imposes a surcharge on telecommunications services, it must decide
whether to impose the surcharge on carriers (seller's retail revenues) or on customers (buyer's
retail charges). The differences can affect what customers must pay, how the charge is explained
to customers, and whether high cost funds collected by carriers are protected from that carrier's
creditors

Table 7 lists the surcharges reported by the survey respondents that operate high cost
funds and that impose percentage surcharges. The surcharges range from fractions of a percent
to 7.12% in Oregon. About half of the states levy the surcharge on the customer's retail bill and
the other half impose the surcharge on the carrier's retail revenues

Table 7. State Surcharge Rates

Indiana, Nevada, South Carolina, and Wisconsin reported that VoIP providers are
required to be certificated

Maine, Nebraska, New Mexico, Pennsylvania, and Utah reported that VoIP providers
are not required to be certificated
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State uSorcha e rate Base

Nevada 0.00%'X' Seller's retail revenues

New Mexico 2.15% Seller's retail revenues

Oklahoma 0.60% Seller's retail revenues

Oregon 7.12% Buyer's retail cost

Pennsy lani a l , l l% Seller's retail revenues

South Carolina 3.57% Seller's retail revenues

Texas 3.4% Seller's retail revenues

Utah 0.25%'" Buyer's retail cost
Wyoming l .00% Seller's retail revenues

Some states reset their surcharge rates frequently. Kansas sets a new rate annually

Buyer surcharges

Approximately half the states with surcharges impose those surcharges on buyers. These
surcharges can operate in the same manner as a state sales tax. The tax or surcharge falls on the
customer who normally must pay it at the time of sale. Since the surcharge falls on the customer
the customer must be able to prove that the charge was paid. Accordingly, all such_charges
require that the charge be shown on the customer's monthly bill or invoice of sale.'°" The
surcharge is described by the following formula

With this kind of surcharge, as with sales taxes, the seller acts as the collection agent of
the state for the USF surcharge. The proceeds are held in trust for the state fund. This method
can help insulate surcharge funds from the carrier's creditors if a carrier or service provider
cannot meet its debts

The buyer surcharge method also avoids any controversy about the proper rate to show
on the customer's bill. As seen below, this is sometimes an issue with gross revenue surcharges

Nevada had no high cost distributions in 2008 and 2009 and covered administrative
costs with an accrued fund balance

Utah recently reduced its rate from 0.45% to 0.25%

Vermont, which does not have a high cost fund, sets a universal service rate annually
for other public benefit programs

Similarly, state sales tax laws usually obligate sellers to list the tax amount on any
receipt produced for the sales transaction. If a buyer is audited and cannot produce a sales tax
receipt showing that he or she has paid the sales tax due on a purchase, the buyer may have to
pay the tax again to the state tax department
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Gross revenue surcharges

Approximately half the states with surcharges impose those surcharges on sellers. These
surcharges can operate in the same manner as a state or local gross revenue tax, such as those
commonly imposed to support utility commissions.. _ Some state statutes may limit universal
service surcharges solely to surcharges on carriers The surcharge is described by the
following formula

States differ in whether they allow the cost of gross revenue surcharges to be passed
through to consumers as explicit line items. Pennsylvania statute prohibits separate line items
for recovery of state universal service surcharges.186 Most states permit or require these line
items

When a gross revenue surcharge is passed through as a separate line item on a retail bill
the rate can properly be slightly higher than the rate that the carrier itself pays. For example
Oregon imposes a gross revenue surcharge of 6.65% on carriers and allows carriers to add retail
line items on customers' bills at 7. 12%. The dollar amount of surcharge is the same in both
cases. In states with smaller surcharge rates, this difference can be small enough to be ignored

Kansas allows some carriers to place a fixed monthly charge on customer bills, while it
allows other carriers to impose a percentage surcharge. The Kansas commission approves three
separate fixed surcharges for AT&T, Embarq, and all rural ILE Cs. Other carriers, such as IXCs
and CLECs, may impose a percentage surcharge

Net revenue surcharges

Gross revenue surcharge systems are sometimes criticized on the grounds that the
surcharge rate shown on the customer's bill exceeds the surcharge rate on the carrier's revenues
While this rate difference is mathematically proper,I"7 it still frequently generates an adverse
reaction. Some people see gross revenue surcharges that are passed through to consumers at a
higher rate as a "tax on a tax

A third option exists that neither imposes a surcharge directly on the customer nor allows
the customer's line item rate to exceed the carrier's surcharge. This third option is a "net
revenue surcharge." The FCC uses this method for its own universal service surcharge. it is
described by the following formula

For example, 47 U.S.C. § :254(d) requires that the FCC's programs be funded by a
surcharge on carriers

52 Pa. Code § 63.170

See section VI.D.2



Like a collect-and-remit sales tax, the rate stated on the customer's retail bill can properly
be equal to the rate imposed on the carrier
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VII. Administration and Evaluation

Administration

States use one of three methods to administer their universal service funds. The Hrst
method is for the state to administer the program itself, either through the regulatory commission
or a combination of agencies. Nebraska and Wyoming use their commissions as both the fund
administrator and fund custodian

In several states the state commission manages the funds, but other agencies serve as
fund custodians. California funds are held by the California State Controller. In South Carolina
the state treasurer retains custody of the fund, but the commission administers it. In Utah. the
Public Service Commission established the iilnd and sets policy for its operation. The Utah
Division of Public Utilities (DPU) serves as the fund administrator and custodian. Wisconsin
keeps funds custody in the hands of the State Treasurer, but it contracts accounting, billing, and
reimbursement work to an accounting firm

The second method is to assign administration to an [LEC or an industry coalition

• Colorado uses an ILEC, Century Telephone Company, as the custodian of the
state USF

The Illinois Commerce Commission appointed Illinois Small Exchange Carrier
Association based on the organization's expertise dealing with small ILE Cs

The third method is to select or create a third party administrator

Most states use one of several companies that specialize in such work, selecting
the administrator through competitive bidding. These include Arkansas, Arizona
Indiana, Kansas, Maine, Nevada, New Mexico, Oklahoma, and Pennsylvania

Oregon keeps custody of its own funds, but it uses a third party administrator for
accounting and delinquency work

• Alaska and New York (which does not have a high cost fund) each have formed
single purpose corporations to administer some universal service functions

The cost of administration varies greatly depending on the complexity of the fund. States
that contracted with a third party reported a wide range of costs, from a high of almost $3 million
for the administration of California's A and B Funds, to lows of $25,500 and $30.000 for the

Alaska formed the Alaska Universal Service Administrative Company (AUSAC), the
members of which include all companies that provide intrastate telecommunications services in
Alaska
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Idaho and Maine funds. Among states using industry-based and third-party administrators, most
reported costs in the $100,000 to $300,000 range. Nebraska self-administers and reported annual
administrative costs of $620,000, while Wyomingls fund, which is much simpler than
Nebraska's, reported annual administrative costs of $72,000

Program accountability and evaluation

Our survey showed that state commissions have clear ideas about the purposes of their
universal service programs. Most commissions cited broad objectives that often paralleled
federal law

Colorado has established a goal of making basic service available and affordable
for all its citizens

Idaho and New Mexico seek to maintain local rates at reasonable levels and toll
rates at reasonably comparable prices to the rest of the United States

Kansas seeks to ensure that every citizen has access to a first-rate
telecommunications infrastructure providing excellent services at affordable rates

Pennsylvania seeks to encourage "the accelerated deployment of a universally
available state-of-the-art, interactive, public switched broadband
telecommunications network in rural. suburban and urban areas

A few states have established quantified goals

Nebraska set a 96% penetration rate as a goal of its universal service program

California reports having established the goal of 95% voice penetration

New Hampshire does not have a high cost fund, but its statutes require the state
commission annually to assess the statewide penetration rate and ensure it does
not fall below the national average

Wyoming has decided that no rates for basic service should be higher than 130%
of the statewide average

All the state commissions we interviewed well understand the general directions of their
programs. Nevertheless, a state with quantified goals stands a better chance of conducting a
meaningful evaluation of its program's success

See 47 U.s.c. § 254(b)

52 Pa. Consol. Stat. Ann. § 63.l6l(l)
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VIII. Steps in Establishing a High Cost Fund

The preceding sections have been largely descriptive. This section offers a structured
guide to decision-making. It aims to assist state commissions and state legislatures in deciding
whether they need a state fund and, if so, how best to establish one. On many questions, the
economic and political circumstances vary from state to state. We do not offer a single
recommendation. Rather, we offer observations about advantages and disadvantages of
particular choices

Is a fund needed?

The most basic question facing a state commission or legislature is whether a high cost
fund is needed. To answer this question, the state will first want to assess environmental factors
in the state, notably the economics of the incumbent local exchange industry

Environmental factors

A state high cost fund is an intervention in the economic conditions of the state's
telecommunications industry. Before establishing such a fund, therefore, a state commission
should first understand market conditions. As discussed above,I92 the commission should survey
the extent of competition in the state and consider whether competition, in some or all parts of
the state, has advanced so far that universal service goals can be met without governmental
intervention

A state commission should also examine the economics of the [LEC business in the state
We discussed above the main ILEC revenue streams and the factors affecting those revenues
A state evaluating the need for a high cost fund should evaluate the foreseeable trends of those
revenue streams. This survey should include the ILE Cs' line counts, subscriber revenues. access
traffic, net intercarrier revenues, and average total revenue per unit (ARPU). The state
commission might also want to estimate future trends for three to five years, taking account of
any probable market-changing events, such as the introduction of cable voice service in ILEC
service areas

The revenue survey should include revenue from federal universal service support
Particularly for smaller "rural" carriers, federal support can provide a large share of an ALEC's
total revenues. Even without regulatory changes, the amount of federal support shifts over time

The considerations for this topic were covered in section III above

See section III.A

See section III.B
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High Cost Loop support in particular can change dramatically over a period of years. 174 In some
cases, recent or anticipated losses or gains in federal support could affect a state's decision about
whether and where high cost funding might be needed

Revenue can also be affected by any state plans to make substantial revisions to intrastate
rates. Historically, mandated changes to retail rates and access charge rates have often been the
proximate cause of new state high cost funds. Conversely, if a state has decided to establish a
high cost fund, it should also consider whether rate reforms should be imposed simultaneously

A state considering establishing a high cost fund should also evaluate the distribution of
ILEC costs among study areas and wire centers. We explained above how costs vary among
wire centers nationally. iv: But states are not all alike, and each state's need for a high cost fund
will depend on its own cost distribution. State A may be a rural state with some mountainous
areas. State A would find its own cost distribution skewed toward the high-cost end of the
spectrum, with many wire center areas having monthly costs above $50. State B may have a
relatively homogeneous population density pattern and few areas of challenging terrain. State
B's costs for nearly all exchanges may lie in the safe zone with costs below about $30.00. State
A would need a high cost program more than state B

In evaluating cost, a state should consider whether differences within individual wire
center areas matter economically. As explained above,"° cost differences within wire centers
are economically relevant when the local exchange market is competitive in some portions of
existing wire centers. Success by a competitor who serves only the "hole" surrounding a wire
center building can drive up the ALEC's average costs, erode traditional implicit support flows
and increase the need for explicit support

We discussed above the FCC's opinion in 1997 that the proper task for a state universal
service fund it to make subsidies explicit."' Potentially the largest of the three implicit transfers
is that between urban and rural areas. Before undertaking to make this transfer explicit, the state
should assess the likely size of that transfer, an amount that is a function of both the state's cost
structures and its rate designs. Some state commissions will find that making explicit all of the
currently implicit urban-to-rural support flow requires a fund that is dauntingly large

The High Cost Loop program allocates a capped amount of support over the highest
cost loops in the nation. A carrier that five years ago had costly loops may today have only
moderately expensive loops, in part because its own investment has depreciated and in part
because other carriers have installed even more costly networks

See section IH.c.l. and Charts 1 and 2

See section III.C.2

See section III.D
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Environmental factor More need for a state fund
. ..n

Less need far astaté fund;
Competition Facilities-based competitors avoid

higher cost areas.
Facilities-based competition is
ubiquitous or widespread.

Competitive networks depend on
ILEC for linchpin services.

Competitive networks are
independent

Subscriber revenue ILE Cs are losing low-cost or high-
profit subscribers.

ALEC local rates are currently low or
ILE Cs have other revenue sources.

Commission mandates De-averaging
of local rates.

De-averaged rates are affordable.

ILEC revenues are limited to
regulated services.

ILE Cs produce unregulated Internet
or video revenue from using common
network assets.

Intercarrier revenue ILEC access revenue is eroding. lLECs have low access rates or are
not dependent on access revenues.

Commission mandates access rate
reductions.

Commission allows local rates to
increase following access rate
reductions.

FCC mandates lower intrastate
access rates.

FCC creates new federal mechanisms
to compensate intrastate access rate
reduction.

Federal universal
service funds

Insufficient federal USF Sufficient federal USF
Rural areas are served by large "non-
rural" ILE Cs.

Rural areas are served by "rural"
ILE Cs.

Federal support is decreasing. Federal support is increasing.
Cost State has heterogeneous costs, large

areas with high per-customer cost
and high average local exchange
rates.

State has homogeneous costs, usually
due to uniform population densities
and uniform topography. State has
low average local exchange rates.

Table 7 summarizes environmental factors that may affect a state's need for a high cost

Table  7.  Factors A cting the Need for High Cost Funds

Alternative mechanisms

A state high cost fund is not the only tool available to support universal service. States
have used a variety of regulatory tools to maintain affordable local rates in high-cost areas
Whether these tools are still viable is an important question in considering whether a state needs
a new high cost fund

72

l l W Illll\ H I Illlll ll\l I II I I IIIIIIIIII III l I I I I I I I l l l l l I l - I l



Traditional rate designs

Traditional rate designs can be a useful tool to defer or avoid creating an explicit high
cost fund. As discussed above,'" the FCC and others have criticized geographic rate averaging
in the wireline business. The perceived harms include subsidizing ILEC inefficiencies and
deterring entry by new wireline competitors in subsidized areas. Despite the criticisms, rate
averaging has been a durable mechanism, at least for large carriers. If a state commission
concludes that geographic rate averaging remains a viable universal service strategy, one effect
of that decision is a reduced need for an explicit high cost fund

On the other hand, implicit support mechanisms can actually increase the ultimate
demand for high cost support. Sometimes those implicit mechanisms can make it harder for
essential carriers to compete. The burden of these transfers typically falls most heavily on urban
business customers of ILE Cs who are the prime targets of competitors. To the extent that
competitors win these customers, the ALEC's implicit support flow declines and the ILEC
becomes more likely to seek explicit support. Therefore, reducing or eliminating implicit
support flows can be a sensible precaution against future demands

Value-of-service rate structures are another customary mechanism for achieving
universal service In addition, many states historically set high rates for long distance calling
and for advanced features, using the additional revenues to reduce local rates. These
mechanisms have become increasingly precarious in recent years. Many states have abandoned
value-of-service retail pricing. Toll rates have fallen to a fraction of the rates charged in the
1980s. and most states have reduced intrastate access rates. Today, local exchange competitors
routinely offer advanced features as an integral part of their service bundle

Revenue pools

Some states have maintained "toll or access Charge pools." These financial arrangements
typically offer small carriers the opportunity to share toll or access revenues and costs with other
pool participants. Participating ILE Cs can receive pool revenues on the basis of their cost and
their volume of traffic. These pools can increase ILEC revenue in rural areas and could reduce
pressure to establish an explicit high cost fund. Toll or access pools do not function well in a
competitive environment, however, because net contributors seek to leave the pool. These pools
in many states have been eliminated. Some states replaced the pooling arrangement with an
explicit state support mechanism

S`ee section III.D.3

If eliminating implicit support leads to high rural rates, that could increase the need
for a high cost fund rather than reduce it. For example, Wyoming introduced its high cost fund
in response to retail rate De-averaging

See section III.D.3



Some states continue to rely on their Access Charge regimes as a way to avoid a high
cost fund. Kentucky and Washington allow carriers to charge an additional intrastate access
charge, revenues from these charges help to cover local carrier costs and so help avoid local rate
increases. The uncertain future of access charges suggests that this approach will be short-iived
If the FCC does sharply reduce interstate and intrastate access charges, pressure will increase for
states to establish or expand high cost funds

Line extension policies

While states generally assign ILE Cs canter of last resort duties, those duties are often
limited by line extension policies. Many states allow ILE Cs to impose line extension charges for
lines constructed to new locations. These construction charges can increase ILEC revenue in
rural areas and can marginally reduce the pressure to establish an explicit high cost fund

In sum, some of the traditional mechanisms supporting universal service have not proven
durable in the age of competition. Mechanisms such as value-of-service pricing, toll pools, and
additional access charges no longer function well in the competitive environment and have
actually become targets for reform. On the other hand, some rate mechanisms such as local rate
averaging and line extension charges could marginally reduce the need for a state high cost fund

Risks of explicit funds

We discussed above some of the advantages and difficulties of converting implicit
support flows (or "implicit subsidies" as the FCC called them) into explicit support payments
Making a subsidy flow explicit creates some additional risks

One new risk is that even where an explicit support program replaces a longstanding
implicit flow, the public may object. Explicit support programs typically generate more
opposition than implicit support mechanisms. For example, an urban customer may for years
contentedly pay a local rate that supports rural customers, but then object to a new explicit
universal service program that replaces the implicit mechanism

Explicit programs also can generate increased opposition from particular regional or
industry groups. With an explicit fund, it is usually a simple matter to develop a plausible list of

winners" and "losers," either by region or by industry sector. In universal service, groups that
contribute more than they benefit often candidly state that their opposition arises chiefly from
self-interest

Explicit funds can blur the traditional boundary between public and private funds and
make universal service monies subject to legislative appropriation. For most implicit support
mechanisms (such as those between urban and rural customers), it is usually understood that all
of the money involved is utility revenue. State legislatures may impose a tax on these funds, but
the funds are considered private property and they are not subject to appropriation. A legislature

See section HID



would not normally pass a law, for example, requiring a utility to pay for a public school or pave
a public highway" When support is made explicit, this separation between utility funds and
governmental funds becomes less distinct and legislative appropriation becomes possible

Some states have taken measures to minimize the risk that universal service funds will be
redirected to other government programs. One measure is to express in statute that although high
cost funds are held under the direction of government officials, they are not governmental funds
and are not subject to appropriation. While a future legislature could repeal such a law, such a
statute creates at least a moral obligation to maintain the distinction between ratepayer-generated
funds and tax-generated funds. A second common measure is to place the funds in the custody
of an independent third party or "fiscal agent" that manages the fund's banking functions
including collecting revenues and writing checks for funded programs

For financial reporting purposes, states cannot fully control the boundary between public
and private funds. The Governmental Accounting Standards Board (GASB) defines how states
must report their financial transactions, as well as which activities and programs comprise part of
the state "financial reporting entity." GASB has required one state to include its universal
service fund in the state's consolidated financial reports When universal service funds and
tax funds are reported together and are both held in the custody of an agent of the state
legislatures are more likely to view the universal service funds as subject to appropriation for any
purpose

Legislative authority

If a state commission decides to establish a high cost fund, a key issue is whether to seek
explicit legislative authorization. Most states with high cost funds have relied on legislation to
establish the basic structure of their funds

State legislation can also help address some thorny legal issues that might otherwise limit
a state fund's scope or operation. A law can address more definitively the issues of fund
custody, audits and accountability. A law in most cases will be essential to mandate contribution
from unregulated service providers, which in many states include wireless and VoIP providers
as well as prepaid service providers

There are certainly cases where legislatures have required utilities to act in support of
public schools or to take actions that reduce the public cost of maintaining highways
Nevertheless, these legislative enactments are usually expressed as impositions of duty on the
utility rather than as an appropriation of utility funds

See generally, Government Accounting Standards Board, Statement No. 14: The
Financial Reporting Entity (issued 1991). Vermont received such an opinion in 1996

For example, the Vermont legislature in later years appropriated a portion of that
state's universal service fund balance for other governmental purposes
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A statute can also be useful if the state decides to impose a surcharge on interstate
service, a subject discussed more fully in Appendix D. If the collection mechanism is challenged
under federal law, a state fund that is based on state statute has additional defenses available

Setting goals

Once a state has decided to establish a high cost program, the first step should be to
define the program's goals. Historically, the goals of state programs have been non-quantitative
They are sometimes defined by long multi-point lists with complex syntax. Non-quantitative
goals are useful in describing what a high cost fund wishes to achieve, but it can be difficult to
determine later whether these goals are actually being met and whether the benefits of the
program justify the cost

Quantifiable goals have several uses. During the design phase, quantifiable goals can
help identify the most appropriate distribution mode. They can also help the state select the most
appropriate sources of revenue. Once the program is in operation, clear goals are essential for
program evaluation. A state preparing to establish a high cost fund should consider adopting
goals in one or more of the following dimensions

Availability. A goal might state that "service is available to all customers
within ten miles of every central office." Another choice is that "service is
available to 98% of all households in the state." An availability goal would
also be useful to a state that wants to promote broadband deployment

Penetration. While availability determines whether services are physically
accessible to subscribers, penetration rates measure whether subscribers are
actually taking advantage of those services. Penetration rates are also
indicative of the availability and affordability of service. A goal might state
that "95% of households subscribe to basic telecommunication service
Penetration is commonly measured by the ratio of households with either
wireline or wireless service

A goal might be "that no local exchange rates are more
than 130% of the statewide average rate
Affordable Rates.

Revenue Protection. A goal might be that existing carriers not suffer
revenue loss from an episode of rate revision. An example of a quantifiable
goal is "to ensure that no carrier suffers a revenue loss of more than $1.00 per
line as a result of access rate revisions ordered in 2010

COLR survival. No state has expressed the continued survival of ILE Cs as
a statutory goal. Some states might even perceive such an express goal as a
violation of the principle of competitive neutrality. Nevertheless, we have
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found that the survival of ILECs-or in some states COLRs has often
been a central goal of state high cost funds Many states limit support
eligibility solely or principally to ILE Cs and many states calculate support
amounts based on the costs and revenues of lLECs

Fund Efficiency. Like any public program, a high cost program should not
generate and distribute funds unnecessarily. The principle of efficiency has
led some states to adopt floors for local rates Another possible
mechanism based on efficiency would be to limit investment or expenditures
by category

Defining supported services, providers, and facilities

A state with a high cost fund must determine which carriers will receive (or benefit from)
high cost support. If the state is primarily concerned with maintaining the viability of the ILE Cs
in that state, or only rural ILE Cs, it may decide explicitly to support only those carriers

The alternative is to establish a list of prerequisites for qualifying carriers and a
designation procedure to establish eligibility. As discussed above,2l several states have made
federal ETC designation a prerequisite to receiving state high cost support. Many states have
added their own eligibility requirements, sometimes explicitly defining the concept of a "state
ETC" in a way that expands on the requirements for federal designation

A state with a designation procedure needs a list of criteria. This can include a list of
supported services," possibly comprising a variation of the nine services listed by the FCC

Some states call this list a "basic services" list. Whatever the title, it usually describes the
minimal features and components of local exchange service

Nebraska provides high cost support to only one facilities-based network in a given
support area. This Nebraska formulation ensures continued service from one carrier, while not
specifically targeting benefits solely to the legacy ILEC

In many states high cost support is available only for some or all [LECs

In nearly all states, the distribution calculation is based primarily on either holding
ILE Cs harmless or using a cost-based method that provides them with enough revenue to
operate

If a state decided that affordable residential service costs $20.00 per month, then a
goal would be "to support carriers as though they received subscriber revenues of at least $20 per
month for local service

For example, the HCL program limits corporate operations expense

See section IV.D
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The state should also consider whether to include broadband in any list. In the future
customers in areas served by broadband are likely to purchase voice services as mere add-ons to
their broadband services. In that future, a voice-only high cost program would be anachronistic
and could have unintended harmful effects

Before adopting a list of basic or supported services, the state should consider whether
that list will be used in other applications. In particular, as described in Table 4 above, the state
should decide whether the list will define eligible carrier costs when support is being calculated
and whether it will define the allowed or required uses to which carriers may apply support

The distribution mechanisms

Support for ILE Cs

The state's universal service goals and the current legal and financial environment will
drive its selection of the most appropriate distribution mechanism. Many states have created a
high cost fund at the same time that they revised ILEC rates (most commonly access rates). In
these circumstances, a hold-harmless mechanism is appealing. A state establishing a hold
harmless mechanism should decide in advance whether it anticipates adjusting support amounts
over time as market behavior changes the supported carriers' subscriber counts and access
minute counts

If the state is primarily concerned with maintaining the long-term viability of the COLRs
a cost-based mechanism could be the best tit. Even if a state is anticipating an episode of access
rate revision, it might still want to establish a cost-based mechanism. Several states have
initially established hold-harmless programs and then shifted to cost-based systems in later years

Hold-harmless and cost-based mechanisms can respond differently to market changes
Cost-based mechanisms tend to offset revenue changes with support. This can make ILEC
survival more likely over the long term, particularly in a declining revenue environment. For the
same reason, a cost-based system can lead to a larger fund size, particularly if ILE Cs are losing
subscribers. By contrast, a hold-harmless mechanism may be insensitive to future events that
might demand support increases (such as increased risk of ILEC business failure) or support
decreases (such as improved technology or greater depreciation of investments). A hold
harmless mechanism is more likely to maintain a constant fund size over time

A state that selects a cost-based mechanism faces several threshold decisions in defining
the Cost and Revenue terms of the support equation. One is whether to approach the problem on
an unseparated or "total company" basis or solely on an intrastate basis. A second question is
whether to use embedded and/or forward-looking cost methods. A related question is the scale at
which costs will be measured, whether study area, wire center area, or even smaller. Third, the
state should decide how to treat broadband costs, including common facilities. A state with a
cost-based mechanism should also anticipate the methods and frequency with which support
amounts will be recalculated. If the state decides to use a cost model, it should anticipate
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Adj vestment
class

Adjustment Reason Used in

Cost

Return on Investment Avoids subsidizing profits above
prescribed levels.

Most states

Broadband Create or avoid ILEC incentive to
upgrade facilities to broadband
quality

Revenue

Floors for residential and
business monthly rates

Avoid subsidizing very low local
rates

Arkansas, Maine,
Nebraska

State subscriber line charge Comprehensively measure all
subscriber-paid revenues

Intrastate special access
revenues

Avoid double recovery of special
access revenues generated by the
supported network.

Intercarrier net revenues Avoid double recovery of
intrastate access and reciprocal
compensation revenues generated
by the supported network.

Nebraska

Federal universal service
revenues for intrastate costs
(HCL, LSS, High Cost Model
Support)

Avoid double recovery of
intrastate costs already supported
by federal programs

Arkansas (small
carriers), Nebraska

DSL revenues Avoid double recovery of costs
for network facilities shared with
Internet services

Nonregulated ISP and video
revenues

Avoid double recovery of costs
for network facilities shared with
nonregulated activities

whether it will periodically update that model and its inputs, such as population locations and the
cost of labor and materials

In a cost-based mechanism, the revenue term requires decisions about what kinds of
revenue should be considered. A state should decide whether to consider revenue from
unregulated operations that use common facilities, including Internet-related revenues from
affiliated DSL providers and video providers

Table 8 summarizes the principal considerations in designing a cost-based mechanism

Table 8. Ac§ustments to Cost-based Support

See section V.B
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Adj vestment
class

Adjustment Reason Used in

Additional adjustments if Cost includes unseparated interstate cost

First
alternative --
decrease
Cost

Allocate a portion of
unseparated costs to interstate Avoid double recovery of

interstate-separated costs.

Oregon

Second
alternative -
increase
Revenue

Federal subscriber line charge Nebraska
Interstate special access
revenues

Intercarrier net interstate
revenues
Federal universal service
revenues for interstate costs
( IS ,  ICLS)

If the state is primarily interested in managing retail customer rates, a bill credit
mechanism may be most useful. This method largely ignores many of the complex questions
raised by cost-based mechanisms. In bill credit mode, the only question is the rate itself. It does
not matter how those rates were established. For this reason bill credit mode can be particularly
useful where a state has reduced or eliminated regulation of ILEC intrastate rates. Moreover, it
insulates customers if a state's deregulation decision produces unforeseen rate increases. Even if
competition does not discipline rates, affordability is still protected

Bill credit mode can be attractive to new local exchange competitors. First, it seems
competitively neutral, since the same rules can be applied equally to ILE Cs and to competitors
Second, it can entitle a new entrant to support while avoiding an intrusive cost review Third
it provides support to ILE Cs only when those ILE Cs actually have high rates. [LEC's with low
rates therefore cannot use universal service subsidies to block competitive entry

The disadvantage of bill credit mode is that by reducing the customer's net cost, it could
encourage rate increases. Bill credit mode only works if rates are restrained by some external
force, either rate regulation or market discipline. If external discipline is in doubt. the state
might support only a percentage of the amount by which the consumer's bill exceeds the state's
target or benchmark rate

To avoid possible abuse of the program by competitors that are not subject to rate
regulation, the state might authorize a marginal credit at less than i00% of the marginal rate. In
Wisconsin, for example, as rates increase above the rate threshold, the marginal credit first
covers 50%, then 75%, then 85%, then 95% of the incremental rate
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A state might consider developing a reverse auction mechanism if it is concerned about
promoting competition and eliminating possibly excessive subsidies to ILE Cs. The FCC and
two state commissions have expressed interest in using auctions, but no universal service
auctions have yet occurred, even on a trial basis

Support for competitors

Where a state offers hold-harmless or cost-based support to ILE Cs and also offers
support to competitive carriers, it needs a method to calculate support to the competitor. As
discussed above there are two principal options

Support can be based on the competitive carrier's own cost. This requires a
method to estimate those costs and may involve recordkeeping and procedures
similar to those used for incumbent carriers. Maine has adopted this plan, but
no competitive carrier in Maine has applied for support

The Identical Support Rule. This rule provides the same level of support (per
line) to competitive carriers as is provided to incumbent carriers serving the
same location. Disadvantages with this method were discussed above

Controls over fund size

High cost programs have earned a reputation for growing beyond their creators
expectations. Today, several state commissions that operate high cost funds are seeking ways to
limit the growth of their fund or to reduce its size. A state contemplating a new fund should
consider whether to establish any limits on future fund size

A spending cap is one approach to limiting fund size. This can be defined as a limitation
on fund expenditures or it can be achieved by limiting the surcharge rate

A second approach is to schedule periodic reviews of the high cost program. A more
aggressive variant is to establish a "sunset" date at which a high cost fund would lapse unless
positively reenacted. An impending sunset deadline can prompt a future commission to conduct
a comprehensive program evaluation. It also allows the commission to create a fund while
limiting expectations that it will operate indefinitely without serious review

See section V.E

See section V.E
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The collection mechanism

The task of raising high cost funds presents an array of complex issues

Contributors to the fund

A threshold question is which categories of service providers should be required to
contribute to the fund. In general, states will be likely to require lLECs, wireline CLECs and
IXCs to contribute

States with ad valorem surcharges should exempt wholesale payments between carriers
from high cost surcharges. This exemption maintains competitive neutrality as between
vertically integrated providers and providers who purchase upstream component services. One
way to exempt wholesale transactions is to apply the surcharge only to "end-user retail
telecommunications service" sales or revenues

States should decide whether wireless carriers, fixed VoIP, and nomadic VoIP providers
will be required to contribute. It can be helpful to simultaneously decide what kinds of
registrations or certifications the state can require of these carriers

States should decide how to treat prepaid services sold at retail by entities that are not
telecommunications service providers, such as discount stores and convenience stores. If the
state surcharge is applied to customer purchases, the state should consider defining the relevant
sale as occurring between the telecommunications service provider and the retail outlet. If the
state surcharge is applied to the revenue of the service provider, the state should consider
defining that provider as the underlying telecommunications service provider. If the state applies
a surcharge only to intrastate telecommunications services, it should consider prescribing a safe
harbor percentage that carriers can use to eliminate interstate usage

Some states have experienced difficulty in having prepaid wireless providers collect and
remit state universal service fund surcharges because they do not send a monthly bill to their
customers. States should consider alternative collections mechanisms that a prepaid
telecommunications service provider can use to collect and remit surcharges on applicable
telecommunications services

States should consider whether to adopt other traditional exemptions. These can include
(1) coin-sent paid telephone calls (coin-in-box), (2) usage charges for coin-operated pay
telephones, (3) paging and dispatch services, and (4) institutional providers such as hotels
hospitals, and universities while serving their own customers

See, e.g., 52 Pa. Code § 63.165(a)

Texas collects surcharges from approximately 700 hotels and motels in that state, but
is considering creating an exemption for these providers
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States should also decide whether to adopt a De minims exception that exempts either
small sellers with little revenue or those with small surcharge collections

Finally, states should consider how they will administer their collection duties, including
what data sources they will use to identify contributors

Surcharging customers or carriers

Where a state adopts an ad valorem surcharge, it must decide whether to impose the
surcharge on carrier revenues or customer bills. As noted above the states are currently
divided on this question. One approach imposes the surcharge on customer retail bills, in the
same manner as sales taxes. The alternative approach imposes the surcharge on the carrier's or
provider's revenue

Where a state imposes a surcharge on the carrier, it should also decide whether carriers
will be allowed to, required to, or prohibited from passing through the surcharge as line items on
retail bills. If line items are allowed or required, the state should prescribe how the line item
amount will be calculated and described. The commission should also consider establishing a
procedure to review the accuracy of these line-item calculations

The FCC uses a net revenue surcharge. As explained above this option allows the rate
shown in a retail line item surcharge to be the same as the rate imposed on carrier revenues

Although many states allow line-item pass-through, customers seldom see a
corresponding benefit from high cost programs. In most states support is paid to the carrier and
used as general revenue. The support probably reduces rates, but the effect is indirect and does
not appear explicitly on customer bills. This imbalance between the apparent cost and the
apparent benefit of a high cost program can bias the public against high cost programs. One
approach to rectifying this imbalance is to allow the surcharge to appear on customer bills and to
require explicit credits that reflect support received. The alternative is to make both transactions
implicit by prohibiting the pass-through of a gross revenue surcharge and allowing the carrier to
use high cost support invisibly to reduce its own rates

Intrastate and interstate

A state that imposes an ad valorem surcharge should decide whether to impose that
surcharge on all telecommunications services or only on intrastate telecommunications services

See section V.D

See section V.D.3

83



As noted above most states derive fund revenue solely from intrastate services. The
advantages and disadvantages of each approach are discussed in more detail in Appendix D

Surcharging interstate services creates some legal risk. The practice has been declared
invalid in two states and upheld in one state. A broad surcharge on all telecommunications
services can simplify administration, enlarge the revenue base, reduce the rate of erosion of that
base, and align universal service surcharges with any state sales taxes on telecommunications

Where a state decides to apply a surcharge only to intrastate telecommunications
services, it should consider adopting "safe harbor" percentages for these services. In general, the
intrastate safe harbor percentage, when added to the interstate safe harbor percentage, should
equal l00%. For example, the FCC's approved safe harbor interstate percentage for wireless is
37. 1%. The complementary percentage that would apply to intrastate services is 62.9%
safe-harbor calculations avoid jurisdictional conflicts and simplify administration for carriers

States should anticipate how frequently they will adj use contribution rates. Some states
perform this calculation annually or as needed to meet spending obligations

Collections enforcement

When state high cost funds first came into existence, collecting revenue was a relatively
simple matter. Fund revenues came from certificated carriers that had long-term relationships
with state commissions. The commissions knew which carriers should be making payments
The commissions could audit the books of any of those carriers

Today the situation has changed dramatically. Many more providers make payments into
universal service funds. Many of these providers have little or no continuing relationship with
the state commission. The task of collecting universal service payments has become much more
like the task of collecting sales taxes. The collection agency needs suitable tools to deal with a
wide variety of contributors

State tax agencies have evolved specialized tools that increase the efficiency of their
collection efforts. State legislatures should consider offering similar powers to any state
commission that it authorizes to operate a universal service fund. These include

Authority to make an administrative determination of liability and the ability to
assert that determination in court as presumably correct

Authority to hear appeals on liability determinations in an administrative setting

See section VI.B
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Authority to impose penalties for late payments or nonpayment, including
financial penalties and revocation of authority to operate in the state as a
telecommunications service provider

Authority to impose and record liens on the property of delinquent taxpayers

Authority to bring civil suits to collect delinquencies and collect funds

Administration

States should decide who will administer the collections and disbursements for any high
cost program. As discussed above," there are three basic choices: self-administration, industry
administration, and third-party administration

Self-administration means that a state administers its own program, using one or more
agencies. This method can generate synergies with other regulatory activities. For example
where a commission staff member has become familiar with a particular carrier during a rate
case, that knowledge could be valuable in determining the proper amount of universal service
support

Self-administration also can improve physical control of the funds. A state should
consider giving custody of funds to the state treasurer or another official who handles the state's
other funds. This minimizes the risk of program disruption and fund loss that could arise if there
were a bankruptcy or bank failure

Self-administration probably makes it more likely that universal service funds will be
treated by the state legislature as public funds. It becomes harder to maintain the distinction
between universal service funds and state funds generated by taxes when the funds are held by
the State Treasurer or another agency

The second method is industry administration. In this method, the state assigns
administration to an ILEC or an industry coalition organization. This method allows maximum
input and control by the carriers and providers most immediately affected by a high cost
program

Industry administration can be difficult because no existing industry group is likely to be
seen as impartial. Most existing groups serve one industry sector. Allowing [LECs to
administer programs, for example, can make IXCs and CLECs uncomfortable

The third method is to select or create a third-party administrator. This method allows
the state to obtain independent checks on its own work and improve internal controls over
accounting matters. Also, much of the work of a fund administration is to collect revenues for
the fund. Third parties are likely to have more expertise than state staff on such tasks, including

See section VII.A
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identifying delinquent carriers and applying collection methods, which have become much more
complex in the last two decades

A variation on the third method is to form a single-purpose corporation to serve as
administrator. This method permits close frequent collaboration between agency staff, the
administrator, and an advisory board that includes industry participants. Such a high level of
interaction can raise the overhead cost. however

It is possible to adopt one method of administration for some functions and a different
method for other functions. For example, a state commission might itself calculate support
amounts to be paid to carriers, but delegate to a third party the routine tasks of collecting fund
contributions and writing disbursement checks

Among states that use a third-party administrator as fund custodian, a few require a bond
A bond should be sufficient to protect the state against misappropriation of funds. The amount
should be at least as large as the largest likely fund balance, possibly as large as the fund's cash
flow during a particular period

States that use a third-party administrator should also specify procedures to ensure a
smooth transition whenever the administrator changes. The outgoing administrator should have
a clearly defined contractual duty to cooperate with the incoming administrator, including
providing copies of all written policies and procedures, as well as providing all data files in a
common format

Finally, third party administrators should be audited. Some states include high cost funds
in their consolidated financial reporting. In those states, the audit should be performed according
to government audit standards

Accountability and evaluation

Program accountability

High cost funds are often large programs. As noted above, buzz states can help ensure that
these programs are useful by establishing specific, measurable goals. States should conduct
periodic evaluations to determine how well fund goals are being met. If a specific penetration
rate is established as a goal for a high cost fund, regular monitoring of the attained penetration
rate can signal how well the fund is meeting its goals

Carrier accountability

States should establish clear expectations about how carriers should behave. Fund
collection is one important area of accountability. Carriers should be required to collect and
remit universal service payments in accord with law. Some states will also want to prescribe the

See section VIII.C



form of any line items on customer bills. A state with a universal service fund should establish a
system of periodic selective audits to ensure carrier compliance with fund collection duties

A second area of accountability is to ensure that supported carriers continuously offer
satisfactory telecommunications services. Before distributing funds, a state should define those
continuing service expectations, and it should establish a process for either periodic review (or
audits) of compliance. It should also establish a process for handling complaints from customers
who contend their service is inadequate

A state might want also want to limit the allowed uses of support. While conceptually
appealing, this step presents two difficulties. First, it requires the state to differentiate between
allowed and disallowed expenditures. This can be a complex and even arbitrary task because
most network investments are for facilities that reused in common by supported and
unsupported services. A list of disallowed expenditures can also have unintended effects that
delay the construction of advanced facilities. Second, the state must require carriers to trace their
support dollars from their initial deposit into the carrier's bank account through the budgeting
process and to ultimate expenditure. Dollar tracing is a difficult process at best, and many view
it as meaningless. With these cautions in mind, before it distributes any high cost support, a state
should decide whether it expects carriers to use support in particular ways, and if so, how carriers
will demonstrate compliance

Federal law imposes a use limitation on federal support. Subsection 254(e) of federal
law requires that federal high cost support be used "only for the provision, maintenance, and
upgrading of facilities and services for which the support is intended." 47 U.S.C. § 254(e)
(emphasis added). To implement this statute, the FCC requires state commissions annually to
certify that ETCs in their states meet this standard. 47 C.F.R. §§ 54.313, 54.314. The FCC
offers states little guidance on how to view investments in common facilities or to perform dollar
tracing. At the same time, states have a strong incentive to grant certifications because a failure
to certify would stop the flow of federal support. Therefore, while this annual certification
process creates a formal record of compliance with subsection 254(e), it remains unclear whether
and how it actually constrains how supported carriers use federal support funds
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lx. Conclusion

State commissions have long sought to provide their states' consumers with ubiquitous
service, high penetration rates, and reasonable monthly bills. They have used a variety of
techniques for this purpose. Competition has weakened some of those tools, particularly those
involving implicit support drawn from groups subject to competition. More than 20 states have
addressed this problem by creating high cost funds to provide explicit support, mostly supported
by surcharges on intrastate telecommunications services

The high cost funding issue has been sharpened by a variety of new developments
Traditional implicit support flows that weakened in the 1990s are now eroding rapidly
Although competition for local exchange service has been the law of the land for 14 years, recent
technological advances and shifts in consumer behavior have sharpened the issue of how service
will be financed in high-cost areas. Millions of customers have now abandoned landline service
altogether, and competitors are now gaining substantial market shares in areas overbuilt for cable
television or other broadband facilities

These forces have increased the demand for state high cost funding. At the same time
Congress, the FCC, and the federal courts have constrained the states' ability to raise funds for
universal service and have imposed limitations on how support can be expended. The problem
facing state commissions is more urgent and complex than ever before. The authors hope that
this report serves to guide state commissions and legislatures toward sound decisions about
whether to establish a high cost fund and how best to design and operate such a high cost support
mechanism
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Appendix A - Summary of Steps to Establish a High Cost Fund

Major Question Considerations

Is a fund needed? Environmental factors including competition, cost structures, revenue
trends. Is it important to make the urban-to-rural support flow
explicit? At what scale? Are alternatives adequate? Does an explicit
fund create new risks?

Is there legal authority
for a fund?

What are the fund's
goals'7

What services
providers and facilities
should be supported?

ILE Cs only? Rural ILE Cs only? Facilities-based camlets? Carriers
with COLR-like obligations? How will eligible carriers be identified?
Through a designation proceeding? How does federal ETC
designation affect eligibility

What distribution
mechanism is best?

What is the best mechanism for ILE Cs: Hold-hamiless. cost-based
bill credit, or auction? What is the best mechanism for competitors
cost-based or Identical Support Rule?

Are controls needed
over fund size'7

Is there a need for a cap? A sunset review

How will funds be
collected?

Ad valorem surcharge? Per-line surcharge? Will an ad valorem
surcharge be on all retail revenue or just intrastate? On the buyer's
purchase or the seller's gross revenue? Should wireless. VoIP
prepaid phones and cards contribute? What services or sellers should
be exempt? Are special collection mechanism needed for some
services? What enforcement

Who will administer
the fund?

State employees or third-party administrator? One for some functions
and the other for other functions?

How will the fund be
evaluated and made
accountable for results?

Should there be a schedule for evaluations? Auditing of contributors
and recipients
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Appendix B -Overview of State High Cost Funds

Alaska

Alaska's universal service hind (AUSF) was established in1999. It has three
components: (1) public interest payphone support, (2) intrastate local switching support, also
known as dial equipment minutes (DEM) weighting support, and (3) state Lifeline support. In
Fiscal Year 2007-2008, the total sizeof the AUSF was about $4.2 million, including about
$100,000 for payphone support, $1.63 million for intrastate local switching, and $2.4 million for
state Lifeline. The AUSF is administered by a third party: the Alaska Universal Service
Administrative Company

To support AUSF, all registered or certified carriers that provide intrastate
telecommunications services must pay a surcharge on their annual intrastate gross end user
revenues (see 3 AAC 53.340 for applicable services for AUSF contribution). The latest
surcharge of 1.05% was effective January 10, 2009. Any company that has an annual
contribution payment less than $100 is exempt from the payment. Companies may recover the
state USF surcharge as a line item on customers' bills, but are not required to do so

The Regulatory Commission of Alaska (RCA) designates ETCs for the purpose of
receiving federal USF as well as state Lifeline support. The state just passed requirements on
ETC designation and annual certification on June 8, 2009 (3 AAC §§ 53.400 _ 499). To date
state support for payphone and local switching has only been received by ILEC ETCs

The AUSF provides intrastate DEM support and has done so for nearly two decades
DEM support had been an implicit subsidy, but is now an explicit support amount that is
determined during state access charge proceedings. The AUSF mirrors the federal DEM
weighting rules that were in effect in 1988 and replicates the federal procedure for determining
federal support for local switching, with a minor exception allowing for additional support for
companies with small exchanges. At the federal level, the interstate portion of dial equipment
minutes (DEM) is more heavily weighted for smaller ILE Cs. As a result, a greater proportion of
local switching costs are recovered from the interstate jurisdiction for these smaller companies
The AUSF mirrors this process, but instead of separating costs between state and interstate, the
state process separates costs between local and intrastate toll. As a result, Alaska ILE Cs go
through two separations "divisions." The first separations division separates costs between state
and interstate under 47 CFR Part 36, and the second process separates the intrastate costs
between local and intrastate toll. For the ALEC's switching investment (Category 3 investment)
the interstate portion is recovered through interstate access charges (i.e., federal switching
charges) and federal local switching support



The ALEC's intrastate switching costs are recovered through local and intrastate access
revenues, and, for some small ILE Cs, through state DEM support. The AUSF DEM support is
designed to lessen the amount of local switching investment that is allocated to local rates. In
other words, state DEM support reduces the local portion of intrastate switching costs

To determine the state DEM support level, a weighting factor is applied to the intrastate
toll percentage to increase its share of the total intrastate costs. The weighting factors are
assigned as follows

3.0Study area with 0-10,000 lines

Study area with 10,001-20,000 lines

Study area with 20,001 lines or above

2.5

The separations process for the intrastate costs is in concept run twice: once using the
DEM weighting factors as noted above and then without the DEM weighting. The DEM support
is the difference between these two separations calculations

ILE Cs can recover their Category 3 investment through a combination of interstate access
charges, federal local switching support, intrastate access charges and state DEM support up to a
capped percentage. At the federal level, federal access charge and local switching support is
capped at 85%. The AUSF applies this same cap, limiting the total local switching support that
most ILE Cs can get from all sources-federal, state and AUSF-to 85%. For ILE Cs with
exchanges that provide toll free calling to fewer than 100 access lines, the cap may rise to 90%
depending upon the percentage of small exchanges. ILE Cs that are at the 85% to 90% cap
recover the remaining switching costs (10-15%) from local rates

Currently, AUSF support for intrastate DEM is relatively small. Only three small ILE Cs
qualify for support. This is in part due to the large number of ILE Cs that qualify for federal
local switching support at the 85% cap level

Alaska is unique in telecommunications regulation due to the high-cost nature of its
infrastructure. Only ACS of Anchorage, Inc. is considered a non-rural ILEC. Alaska intrastate
access charge rates are relatively high, around .065 cents per minute per originating or
terminating end on average. The intrastate access revenue is between $40-60 million per year
ILE Cs assess a high carrier common line charge (CCLC) on intrastate access minutes. CLECs
are allowed to charge access rates up to the ILE Cs' level. An ALEC's CCLC revenue is
evaluated every other year, if it remains in the state access charge pool. If the ILEC faces no
competition, it continues to participate in the state access pool. Once the ILEC faces
competition, it exits the pool and bills stand alone access charges. When the ILEC faces
competition, it effectively splits the access revenues with its competitors, based on their relative
market shares
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In the past, the Alaska commission opened a docket on local rate affordability. However
it was difficult to determine affordability standards given various intervening factors. The
commission did not conclude that current rates were unaffordable and that additional state
funding was necessary to reduce local rates. By state regulation, an ILEC may propose to
deaverage its local rates at the exchange level. Only a few ILE Cs have petitioned to do so
Recently, two lLECs petitioned to deaverage their local rates, and implemented different sets of
rates for its competitive and non-competitive markets. Copper Vailey Telephone Company
successfully obtained deregulatory election through customer ballots. It no longer tiles local
tariffs with the commission

The RCA has an ongoing proceeding that addresses future access charge and state USF
reform. The commission is considering reductions in the state CCLC with associated support for
loop costs to be covered by the AUSF. Commission staff estimates that if the CCLC were to be
eliminated, local rates in some areas would increase to very high levels, as much as $90, without
additional state subsidy, on the other hand, to provide a subsidy to offset the potential local rate
increases, the size of the AUSF would need to be substantially expanded

References

3 AAC §§ 48.430. Jurisdictional Separations

3 AAC §§ 53.300-399, Universal Service Fund

Regulatory Commission of Alaska. 2009. Order Inviting Comments on Proposed
Regulations, Docket R-08-003(2), dated February 27, 2009
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Arizona

The Arizona fund (which is called the Arizona Universal Service Fund) has been
functioning since 1989. The fund was established in response to the ending of the state toll
settlements process, and was created by the Arizona Corporation Commission under the
authority of the Arizona Administrative Code

Support from the fund is determined by subtracting the benchmark rates for basic local
exchange telephone service from the cost of providing that service, and adjusting for any federal
universal service support

Support : Cost less revenue from benchmark local rates less federal universal service

For companies that are designated as small (fewer than 20,000 access lines) and
intermediate (greater than 20,000 and fewer than 200,000 lines), cost is determined through an
embedded cost study. For large local exchange carriers, cost would be determined using Total
Service Long Run Incremental Cost principles. Specific benchmark local rates are determined
by the Commission for each carrier. In the case of the one carrier currently receiving support
the Commission required the carrier to increase its local rate from $10.00 to its benchmark rate
of$l5.00 per month

All providers of basic local exchange telephone service are eligible to apply for support
from the fund by making a formal request, filing rate case information, and providing a statement
of need to the Commission. The commission then performs a rate evaluation, including the
determination of the appropriate benchmark rate, to determine whether any support is needed
However, since the establishment of the fund, only one ILEC has applied and received support
The support level for that carrier (approximately $770,000 per year) was established in 1989 and
has not been changed. To date, one carrier has also asked for assistance in extending service to
an in-served area: the Commission authorized the carrier to recover some of its costs from the

The Arizona fund follows the identical support rule. CLECs providing service in an area
in which the ILEC is receiving support are eligible to receive the same level of support per
customer as the [LEC receives. The ALEC's level of support would be decreased accordingly
To date, no CLEC has come forward to request support

All telecommunications service providers, including wireless service providers
contribute to the Arizona fund. VoIP providers do not contribute. Half of the contributions to
the fund are made by local telephone companies, wireless providers, and other providers that
connect to the PSTN, these providers are called Category l contributors. Payments from
Category l providers are on a per-line or per-trunk basis, with one trunk equivalent calculated at
10 access lines. The other half of the contributions to the fund are made by intrastate toll
providers. These providers are called Category 2 providers and their contributions are assessed
as a percentage of intrastate toll revenue. Carriers who provide both local telephone service and
toll (Qwest for example) pay contributions as both Category l and Category 2 providers. In
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2009, the per-line rate for Category 1 providers was raised from $0.003808 ($0.038085 per trunk
connection) to $0.00647l per-line and $0.064714 per trunk. The surcharge for Category 2
providers was raised from 0.1781 percent to 0.2485 percent. Category 1 and Category 2
contributors are allowed to recover their contributions through a line item on their customers
bills

The future of the Arizona fund is now under consideration by the Arizona Corporation
Commission. The Commission has opened a docket to consider possible comprehensive
revisions to the fund and has linked the issue with access charge reform by combining the docket
with an existing access charge docket

References

Arizona Universal Service Fund Rules. A.A.C. R14-2-1201-R14-2-1217

Docket No. RT-00000H_97_0137. Decision 70659

Combined Docket: RT-00000H-97-0137 & T_00000D_00-0672
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Arkansas

Arkansas's high cost fund (HCF) evolved from the original Arkansas universal service
fund (AUSF). The AUSF was created by statute in 1997 and served as a revenue replacement
mechanism, Rural ILE Cs could recover revenue shortfalls due to a variety of causes including
intrastate access charge reductions, educational projects, court-related activities, and decreases in
federal universal service fund support. The AUSF grew rapidly in size. AT&T, which was not
eligible for support, filed a formal complaint against the AUSF. The complaint resulted in a
settlement in which each carrier agreed to a prescribed level of support on an interim basis until a
new i'und could be created. That new fund, the Arkansas High Cost Fund (AHCF), was created
in 2007 by Arkansas Act 385. All categories of lLECs are eligible to apply for support from the

The 2007 Act created a fund of $3 million to help carriers serving fewer than 15,000 lines
through the transition to the new AHCF. The transitional fund provides for a 60-month phase-in
During this period small carriers receive a declining proportion of the difference between the
higher support levels from the old AUSF and the lower support levels from the new AHCF

The total AHCF is capped at $22 million annually, including administrative costs. Both
wireline and wireless carriers are required to contribute to the fund via an intrastate revenue
surcharge. Wireless carriers are allowed to use the complement of the federal safe harbor
percentage to determine their intrastate revenue. VoIP providers do not directly contribute to the
fund, however the Arkansas Public Service Commission is considering whether to require them
to become contributors. Some VoIP providers have CLEC affiliates who do contribute to the
fund. CLECs and wireless carriers are not eligible for funding from the AHCF, although they
are eligible to apply for federal ETC status, which would entitle them to receive federal high cost
support

Contributions to the fund are made through surcharges on retail receipts. The fund
administrator adjusts the surcharge rate on an as-needed basis. The surcharge began at 0.70% in
2007. The rate was increased to 1.65% in June of 2009 largely in response to the FCC's decision
to increase the interstate safe harbor percentage for wireless carriers. That federal change
reduced the intrastate contribution base and produced a 30% drop in reported revenues. The rate
will increase to 1.75% for 2010 because of the continuing decline in revenues reported by the
fund contributors. The administrator may levy a late payment penalty if a carrier fails to
contribute to the AHCF. Continued nonpayment could result in a carrier's loss of certification

The AHCF provides support to four categories of carriers. It is rare for any individual
carrier to move across categories (with the exception of merger or divesture events)

Category I: AT&T is the only carrier in this category. Total disbursements for this
category are made based on the FCC's synthesis model and are capped at 13.5% of the total
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Category II: The CenturyTel properties in the state are the only carriers in this category
Total disbursements are capped at 13.5% of the total AHCF

Category III: Windstream is the only carrier in this category. Total disbursements are
capped at 2% of the total AHCF

Category IV: ILE Cs with fewer than 15,000 access lines. Total disbursements are
capped at 71% of the total AHCF

Funding for AT&T is based on cost outputs from the federal high cost model. Support is
provided only for AT&T wire centers that serve fewer than 3,000 lines. The per-line state
support equals AT&T's average monthly per-line cost less the FCC cost model benchmark. The
AHCF administrator has access to the FCC's high cost proxy model outputs for Arkansas and
monitors that data for any changes that might influence AT&T's state support. As long as
AT&T's calculated cost-based support exceeds or equals the capped amount of its AHCF (13.5%
of $22 Million) AT&T receives the capped amount. As of June 2009, AT&T was receiving
capped AHCF

The other three categories of carriers (state ETCs with fewer than 500,000 access lines)
are considered rural carriers. Their AHCF support has two components: high cost loop support
and local switching support. Each is calculated by using study-area-level data that ILE Cs submit
to NECA and that are used by USAC to calculate federal high cost fund support

Each carrier's state loop support (its "loop support element") is equal to the carrier's
annual unseparated unlimited local loop revenue requirement as reported to NECA, minus any
per~loop federal high cost support received by the carrier, minus $344.40

The $344.40 figure is a statutory benchmark that corresponds to the national average
annual cost per loop calculated by NECA in 2005. The Arkansas legislature determined that
$344.40, or $28.70 per line per month, is the amount that the carriers should be able to recover
from local rates and other associated revenues. The carrier's uncapped state local loop support is
determined by multiplying the local support element by the carrier's year-end total number of
loops

The AHCF also provides Local Switching Support (LSS) for the non traffic sensitive
portion of local switching costs. Support is calculated at 15% of the carrier's total local switching
revenue requirement, as reported to USAC

After summing the uncapped support amounts for Category II, III, and IV carriers, the
fund administrator then applies the caps. Where a cap applies, each carrier within that category
has its support reduced proportionately. As noted above, carriers with fewer than 15,000 lines
also receive transitional support during a 60-month period. The difference between the 2007
settlement amount and the calculated AHCF support is calculated, and eligible carriers receive a
declining portion of the difference
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The state fund administrator was selected through a competitive bidding process
Previously NECA administered the AUSF. Rolka Loube Saltzer Associates took over the
administration contract at the beginning of 2004 and continues to administer the new AHCF. If
authorized by the Commission, the administrator can conduct AHCF-related audits on specific
companies. The Commission can overrule the administrator's recommendation regarding audits
The administrator's decisions regarding the level of assessment and the levels of high cost
support can be appealed to the Commission

Arkansas still maintains other mechanisms to support universal service. The Arkansas
Intrastate Carrier Common Line Pool (AICCLP) still exists, and pool participants are the rural
ILE Cs. Their pooled access rate is 1.65 cents per intrastate access minute. The AICCLP
provides about $500,000 to a fund for extension of telecommunication facilities. Although not a
member of the AICCLP, AT&T occasionally receives grants from the fund to extend its
facilities

Arkansas statute explicitly promotes the use of the AHCF for broadband services. It
provides that "[t]he AHCF shall be used to accelerate and promote the incremental extension and
expansion of broadband services and other advanced services in rural or high-cost areas of the
state beyond what would normally occur This statutory goal has been achieved through (1)
basing AHCF support on the carriers' unseparated loop cost, without any limitation, and (2)
making line extension support available for new Fiber facilities that enable broadband services

Reference

Arkansas Administrative Code §23-l7-404

http://www.r-l-s-a.com/Arkansas/index.htm
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California

California imposes six separate mandatory surcharge rates on end-user charges for
intrastate telecommunications services. These six programs are what the California Public
Utilities Commission (CPUC) calls "public purpose" programs. The surcharge rates vary by
program and are adjusted periodically based on the forecasted demand of the programs. In fiscal
2008, these programs collected $665 million in funding. Four of the programs are described
below, including two high cost programs for voice service

The older high cost program is the "A Fund" (CHCF-A). Since 1988 it has been
providing support to smaller "rate of return" (ROR) carriers. Fourteen "small" carriers and three
mid-sized" carriers are eligible The A Fund uses a cost-based methodology based on

embedded costs. Currently, return on investment is set uniformly at 10%. Estimated carrier
revenue is subtracted from cost, including both actual federal universal service support and
estimated customer revenues. Carriers receive support only if their Residential Local Basic
Exchange rate is at least equal to 150% of AT&T's. Some eligible carriers decline to receive A
Fund support because they prefer not to undergo rate case reviews or because they prefer not to
have support calculated using the unifonn ROI rate of 10%. Under a "waterfall" provision, three
years after the last rate review, the CPUC reduces CHCF-A support over a term of six years to
zero. This provision generally reduces or eliminates support to carriers that have not gone
through recent rate case review. The CPUC reduced the surcharge rate for the A Fund in 2008
to 0. 13% The A Fund budget for 2010-11 is $57.6 million

The newer high cost program is the "B Fund_'_ (CHCF-B), which has operated since 1996
It provides support to the larger, non-rural carriers B Fund distributions are also cost-based

The remaining two programs are the Universal Lifeline Telephone Service (ULTS)
program, and the "DDTP" program which supports the Cali fomia Relay Service and
Communications Devices Fund. As of lune l, 2008, the ULTS surcharge rate was l.l50%, and
the DDTP surcharge rate was 0.20%

10 of 17 small LECs received A Fund support in 2009

BefOre 2008, the A Fund surcharge reached 0.2 l'%
All of these carriers are now subject to the CPUC's "Uniform Regulatory Framework" (URF)

which has granted pricing flexibility for basic service rates to all of Cali fornia's larger ILE Cs
including AT&T, Verizon, Frontier, and SureWest. No carrier concurrently receives support
from both the A and B funds. Some Frontier exchanges have moved over time from rate of
return regulation to URF
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Cost is estimated by a proxy model" that produces an estimated cost figure for each Census
Block Group (CBG)."' The support mechanism calculates support for each customer based on
the average cost in that customer's CBG, minus expected revenue. Expected revenue is the
greater of: 1) $36.00 per line, or 2) the sum of the carrier's fixed customer rates and its federal
universal service revenues. The result is that any customer located in a CBG with costs above
$36 per line can generate support for that customer's carrier, except where the sum of the
carrier's fixed charges and its federal support are greater than cost. Support to the carrier is the
aggregate of these customer-based support amounts

At one time, the B fund was much larger than the A Fund, generating a surcharge rate of
2.43% just for the B Fund. In 2007, the CPUC decided to revise the distribution parameters and
reduced the surcharge rate to 0.25%.4°1 In 2010-1 l the B Fund budget is $50.9 million, slightly
less than the A Fund

CHCF-A and CHCF-B support is intended for carriers of last resort (COLRs)
funding is also available to competitive carriers that accept COLR obligations." in the event of
an ILEC failure, therefore, a competitive carrier receiving Part B support might be required to
provide service to all customers within its service territory, including areas where its service
overlaps with the ILEC

The cost model was the Cost Proxy Model. The model is no longer available or
supported by its developer. As data used in the original model runs have aged, the CPUC has
become more concerned that the model's original outputs do not reflect current settlement
patterns or costs. If new proxy costs are to be developed, the HAI version 5.3 model will be

The block group is the lowest-level geographic entity for which the Census Bureau
tabulates sample data from the decennial census

Fixed customer charges equal the sum of the monthly service rate plus the federal
End User Common Line Charge (EUCL)

The B Fund revenue benchmark was $20.30 in 2007 and was increased in four steps
to a Final level of $36.00, which took effect on July l, 2009

The B Fund distributed $386 million in calendar 2007. The budget was $419 million
in FY 08-09, but because of program changes less was expended. The budget for FY 2010-11 is
$52.5 million

CHCF-A recipients currently have exclusive landline franchises under California law
although those companies in some cases are competing with wireless carriers and cable-voice
providers

Cox Cablevision is the only competitive carrier currently receiving that support
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CPUC also operates a California Advanced Services Fund (CASF) program to provide
matching funds for the deployment of broadband infrastructure in unserved and underserved
areas in California.'°° The CASF budget for 2010-11 is $25 million. State legislation caps the
lifetime revenue generated by this surcharge at $100 million, after which the program is expected
to end. The California legislature has extended this program to January 1, 2013

The CPUC has announced that it intends replace the B Fund's cost-based distribution
mechanism with a new mechanism based on a "reverse auction process using a "market-based
approach to distribution."° CPUC anticipates several possible advantages from auctions
including: 1) avoiding the need to repeatedly evaluate and update competing cost proxy models
and their underlying cost studies, 2) technological neutrality and avoiding the need for the CPUC
to determine the technology that can offer service at the lowest cost, and 3) avoiding the need for
the CPUC to estimate carrier revenues from all sources, not just basic service revenues

The CPUC also has recognized that auctions could present potential difficulties. These
include: l) the auction might not produce any interested bidders for less desirable service areas
2) the overall_effect might be to "ratchet up" the level of subsidy in areas with the least
competition,'°° 3) the CPUC may not be legally able to restrict subsidy to the winning bidder, 4)
following the auction, the CPUC may not be able to relieve incumbent LECs of their
interconnection obligations, and 5) the CPUC might not be able to require an exiting COLR to
sell facilities according to specific pricing method. Although the CPUC first expressed interest
in reverse auctions in 1996 it has not yet conducted any auctions, even on a pilot basis

CPUC also operates a California Teleconnect Fund (CTF) that provides a 50% discount
on telecommunications services to schools, libraries, health care organizations, community

The CASF surcharge rate was 0.25% as of.Iune 1, 2008

CPUC, Order instituting Rulemaking into the Review of the California High Cost
Fund B Program, Rulemaking docket 06-06-028, Decision 07-09-020 at 10, 109, at 72. In June
of 2009 the CPUC opened a new Rulemaking on the same topic. CPUC Order Instituting
Rulemaking into the Review of the California High Cost Fund 8 Program, Rulemaking docket
09-06-019. Decision of6123/09

CPUC, Order Instituting Rulemaking into the Review of the Calijbrnia High Cost
Fund B Program, Rulemaking 06-06-028, Decision 07-09-020 at 10, 109, 116-17

111 at 114-15

See id. at 114

CPUC staff determined that conditions were unsuitable in 1999. Id



colleges, and community based organizations."' As of the end of 2008, CTF was providing
subsidies to 3,330 organizations. The surcharge rate for CTF is 0.079%, and the budget for
2010-11 is $70 million

The CPUC sees its principal challenges as adapting existing programs to new
technologies, carrier of last resort issues, and how best to keep support moderate in high-cost
areas. For the A Fund, the CPUC is seeking a funding mechanism that can provide sufficient
funding to allow small carriers to provide telephone service to rural communities at a reasonable
price, while not overburdening ratepayers. For the B Fund, the CPUC is looking to define a
technologically neutral definition of basic service as it applies to the Carrier of Last Resort

The CTF surcharge rate was 0.079% as of June 1, 2008. The program has a budget of
$46.5 million for FY 2008-09 and 5360.340 million for FY 2009-10



Colorado

(The following discussion is based on an interview with Commission staff members: but
it has not undergone a final staff review.)

The Colorado Public Utilities Commission (CPUC) has operated a state universal service
fund since 1990. The current high cost program, known as the Colorado High Cost Support
Mechanism (CHCSM),_ aims to ensure that basic telephone service is available and affordable to
all citizens of the state

Distributions. CHCSM is provided to each "Eligible Provider" (EP). A carrier is an EP
if it is designated as an Eligible Telecommunications Carrier (ETC) for federal purposes and if it
demonstrates to the commission that its revenues do not exceed its cost

Colorado statute requires that CHCSM distributions be no larger than the difference
between the cost of providing local exchange service, minus "all funds" received from any
source 'are CHCSM currently calculates support using three methods. One method applies to
Qwest. A second method applies to smaller rural ILE Cs. The third applies to competitive
carriers

Qwest is Colorado's sole "non-rural" ILEC. In recent years, Qwest received 95% of all
CHCSM funding distributions. The support is substantial, amounting to $10.92 per line per
month in 2008. The CPUC believes this allocation of most funds to Qwest coordinates well with
federal support policies. Rural carriers receive far more federal USF support per line, and the
CHCSM therefore directs the majority of its funds to Qwest. Qwest's per-line support is equal to
its total unseparated cost minus a "Revenue Benchmark" and minus federal USF support

• The CPUC uses a cost model to estimate Qwest's per-line cost at the wire center
scale. The model we originally run in 1995 and it relies on some data from the
early 1990s, including census data. CPUC also uses some more recent data
including line counts and carrier revenues for optional features and directory
assistance

• The function of the revenue benchmark is to avoid subsidizing any local rates that
may be below the benchmark. The CPUC adj uses the revenue benchmark
annually. For residential lines, the 2009 revenue benchmark was $18.99 per line
per month, an amount equal to 166% of the statewide average rate. For business

Colo. Rev. Stats. § 40-15-5-2(3)

Colo. Rev. Stats. § 40-15-208(2)(a)

The model currently in use is the HAI 5.2 model, with some staff adjustments



lines, the 2009 benchmark was $34.79 per line per month, or 217% of the average
local rate in the state

The CPUC also subtracts federal USF support from cost. All federal support
programs are included, including those aimed at replacing lost interstate access
revenues

CHCSM also provides support to nine of approximately 28 rural carriers. Support can
cover loop, switching and exchange trunk costs. The amount of support is determined at the
study area level and is based on the carrier's revenue requirement, net of customer revenues

Using embedded cost methods, the CPUC calculates an intrastate "local service
revenue requirement." in 2007, in response to legislation, the CPUC adopted

streamlined" data and analysis requirements for calculating support to rural
carriers Today, rural ILE Cs file a one-page annual financial filing that lists
intrastate investments, revenues, and expenses

Customer revenues are set equal to a statewide benchmark equal to 130% of the
state average local service revenue requirement for non-rural carriers. This
calculation generates support to high cost rural carriers while eliminating any
possibility of a subsidy of low local exchange rates

• As with the calculation for Qwest, federal support is deducted from the revenue
requirement of rural carriers

CHCSM support amounts are changed by explicit commission decision on a carrier-by
carrier basis. Both the commission and the carrier are free to seek adjustments, but adjustments
have been infrequent. Most carriers have requested at least one upward adjustment. Carriers
annually complete a simple single page form based on available information so that the staff can
evaluate whether to seek a downward adjustment. CPUC staff has never requested a downward
adjustment

CHCSM for competitive carriers is based on the Identical Support Rule. Support is
provided on a per-customer basis. The support is equal to the per-line support that would be
granted to a wireline ILEC (rural or non-rural) for that same customer at the same location. In

Before 2006, the commission had conducted periodic rate cases for each carrier. The
CPUC had encouraged periodic reviews by using a "phase-down" mechanism that reduced
CHCSM support over a period of 7 years following a rate case

The intrastate totals are divided among local exchange services, intrastate toll and
access, and non-rate-regulated services



areas served by rural ILE Cs, the rural ILEC may elect to disaggregate support. Where the rural
ILEC has done so, the CHCSM support to the competitive carrier is disaggregated below the
study area level

The identical support rule is controversial. In one case, the consumer counsel challenged
the funding for wireless carriers, but the CPUC's Administrative Law Judge deferred the issue to
a future Rulemaking. Colorado has four wireless ETCs receiving federal support. CHCSM is
provided to only one of these, a carrier that provides service primarily in rural areas

The CPUC is considering changes to the CHCSM. It issued a notice in 2008 asking such
basic questions as whether CHCSM has met its goals and is still necessary. The NPRM also
asked how the structure should be improved, and whether the CPUC should consider other
related issues such as rate rebalancing, broadband funding, and federal funding programs

Colorado also operates other universal service programs. These include participation in
the federal Lifeline Assistance and Link Up America programs and telecommunications relay
services

Collections. In 2008, CHCSM raised $62.6 million. The contribution rate was 2.2% on
intrastate revenues Four wireless carriers currently contribute to the CHCSM, basing their
contribution on 52.9% of their total retail revenues, a percentage that is the complement of the
interstate safe harbor ratio published by the FCC for wireless carriers. Wireless carriers
contributed 63% of all CHCSM revenues in 2008. One VoIP provider also contributes to the
CHCSM. That VoIP provider contributes at 35. 1% of total retail revenues, a number that is the
complement of the interstate safe harbor ratio published by the FCC for VoIP. The CPUC is
considering whether to require contributions from other VoIP providers

Administration. The CPUC administers the CHCSM. This includes billing, collections
and disbursements as well as collecting information on contributing entities and their revenues
projecting demand, determining revenue benchmarks used. It also includes taking enforcement
action against delinquent service providers. The CHCSM funds are actually held by CenturyTel
Inc., pursuant to the terms of a Memorandum of Understanding with the CPUC."' CenturyTel
receives $275,000 per year as administrative cost. The CPUC is considering appointing a third
party financial administrator

CPUC, Proposed Rules Relating ro the Colorado High Cost Support Mechanism
Docket No. 08R-476T, Notice of Proposed Rulemaking, Decision No. C08-1129, n 15

The CHCSM rate has been 2.2% since July 1, 2008. In early 2006, the rate was

Until approximately 2000, Qwest held the funds



Idaho

The Idaho Universal Service Fund (ID USF) was established pursuant to the Idaho
Telecommunications Act of 1988. The 1988 Act authorizes the Idaho Public Utilities
Commission to establish and maintain a universal service fund for the purpose of sustaining the
universal availability of local exchange service at reasonable rates and promoting the availability
of intrastate toll services at reasonably comparable prices throughout the state

To receive ID USF support, a carrier must first be a state Eligible Telecommunications
Carrier (ETC). To qualify, the carrier's local exchange service rates must be at or above a rate
benchmark that is set at 125% of the weighted statewide average line rate. The 2009 125%
statewide average threshold rate is $ 25.76 for single-party residential service and $40.54 for
business service. In addition, a qualifying carrier's intrastate access rates must be at least 100%
of the statewide average

After the first year of eligibility, if a carrier's average rate for residential, business or
intrastate access service falls below the threshold, the carrier loses support if it does not increase
rates to the current threshold. Minor rate differences are disregarded if the carrier's rates are
less than 3% below the benchmark or the deficiency equals less than $6,000 of revenue per year

The ID USF is a cost-based fund in which support covers the difference between the
carrier's intrastate revenue requirement and its intrastate revenue. Eligible carriers received
support equal to 75% to 100% of their residual revenue requirement, after consideration of
subscriber and access revenues. CurrentID USF support levels were in large part determined
through a 1992-1993 proceedings that involved reconfiguration of several Extended Area
Service (EAS). In those proceedings, the Idaho commission enlarged local calling areas, thereby
reducing intrastate long distance and access revenues. The ID USF program was modified to
compensate for some of the lost revenue. The ID USF originally provided support for eight rural
ILE Cs, and those same carriers continue to receive support today. Annual support levels have
been stable since 1993

Two non-rural ILE Cs (Qwest and Verizon) have recently increased their rates. Because
they are large carriers, this caused an increase in statewide average rates. As a result, supported
carriers in Idaho will be required to raise their local rates to the new higher statewide average
benchmark or lose ID USF support under the current disbursement mechanism

In theory, a competitive provider can be designated as a state ETC and may submit an
application to receive support. However, it would have to justify the need for support through a
cost study. No competitive providers have applied for funding

ILE Cs, CLECs and IXCs contribute to the fund. The Idaho USF surcharge has two parts
(l) a uniform per-line surcharge on local exchange service (currently $0. 10 per month for
residential lines, $0. l7 per month for business lines), and (2) a per-rninute surcharge on intrastate
toll minutes (currently $0.003 per minute, including both message telephone service and wide
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area telephone service). LECs and IXCs may collect these contributions either explicitly or
implicitly from the end-user bills. The companies that provide local telephone service report
their residential and business line counts and remit surcharges on a monthly basis unless
otherwise provided by order, Commission Staff or from the Administrator. All LECs and
providers of intrastate telephone services submit annual reports to the fund administrator. The
contribution rates are reviewed annually and revised as necessary to meet the fund requirements
A LEC may request an exemption from monthly reporting and remittances if it serves a very
small number of local service lines and so would generate a very small monthly surcharge. An
intrastate service provider may request an exemption from monthly reporting and remittances if
it is exclusively a reseller of intrastate services and its underlying provider is already remitting
the contribution for the reseller's minutes

Wireless providers and VoIP providers currently do not contribute to the state USF. If
the FCC decides to adopt a telephone number-based contribution mechanism. the Idaho
commission may consider following suit

The ID USF collected about $2 million in Fiscal Year 2008-2009. The fund covers both
support disbursements as well as the administrative expenses of the fund. The Idaho commission
appointed a third-party contractor, Ms. Alyson Anderson, to administer the fund

References

Idaho Administrative Code §31 .46.01 Universal Service Fund Rules

Idaho Statutes §62.610 Universal Service Fund

Description of Idaho Universal Service Fund available at
http Vwww.put. stale. id Ils/re/ecom/'i1sf.lpdf

Universal Service Fund Annual Report 2008, available at
lzttp.°4"www.puc.Idaho. go v/'internet/case.s'/'tele/GNR/'GNR TU803/brdnolc/20080909FIM4L ORDE
R NO 30635.PDF
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Illinois

The Illinois Commerce Commission was granted statutory authority in 1999 to create a
high cost fund (the Universal Service Support Fund). The resulting fund has been operational
since October l. 2001

The current statutory fund replaces an earlier fund established by the Commission in
1986. The 1986 fund aimed to mitigate the impact of a state access charge reform episode on
small, rural ILE Cs. At the time, those ILE Cs faced a revenue shortfall when they reduced
intrastate carrier common line charges. To avoid local rate increases higher than those of larger
ILE Cs, the 1986 program provided small ILE Cs with support for high cost loops and support for
non-traffic sensitive switching costs

The 1999 statute authorized the Commission to establish a new high cost fund that would
continue to provide support to these high cost carriers. To receive support from the new fund
these carriers were required to demonstrate that their economic cost of providing_basic local
service exceeded an affordable benchmark rate determined by the Commission The statute
gives the Commission authority to establish a separate fund to provide support to additional
carriers, however, support from this fund is limited to the small high-cost ILE Cs receiving
support from the earlier fund.°l Thirty-nine small ILE Cs are currently eligible for the fund

The commission set initial support amounts for carriers in 2001, based on cost. At that
time, the Commission used both forward-looking and embedded methods to determine support
Carriers first had to demonstrate a need for support through use of the HAI cost proxy model
Then the commission used an embedded cost Rate-of-Return Analysis as a cap on the results of
the HAI model and as the basis for support calculations. Support was calculated by subtracting
total company revenues including federal universal service support from the carrier's intrastate
revenue requirement. Intrastate revenues were set equal to an affordable benchmark local rate
rather than the actual local rate

The Verizon rate of $20.39 was selected as the affordable benchmark rate for residential
and single line business service. Carriers were allowed during a phase-in period to raise their
local rates to the benchmark level. Support payments were decreased as local rates increased to
the benchmark level. Since the completion of the phase-in period, support amounts have been
disbursed at a fixed amount each year

Contributions to the fund are collected through a surcharge on intrastate retail receipts
All certificated local exchange and interexchange carriers pay the surcharge. Certificated VoIP
providers, and some of the larger non-certificated fixed VoIP providers, also contribute

220 ILCS 5 §l3-301(d)

220ILCS 5 §l3-30l(e)
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Nomadic VoIP providers do not. Wireless providers are exempt by statute from the Funding
Carrier responsibilities

The fund collected $9.9 million during 2007, at which time the surcharge was 0.0346l%
The rate has since been increased to 0.3638%. This increase reflects a declining intrastate
revenue base. The fund is administered by the Illinois Small Company Exchange Carrier
Association, which was selected by the Illinois Commerce Commission because of its expertise

Support payments from the fund have not changed since 2001, except for the local
service phase-in to the benchmark rate described above
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Indiana

Indiana's Universal Service Fund (IUSF) has been operating since 2007. It replaced two
prior funds: a Transitional Weighted DEM Fund and the Indiana High Cost Fund. Both of those
funds had been available only to rural ILE Cs. The IUSF was created by the Indiana Utility
Regulatory Commission (IURC) in response to rural lLECs' concerns regarding revenue
shortfalls resulting from the MAG plan. Because Indiana mirrors interstate access charges, the
MAG plan resulted in a decrease in both interstate and intrastate access charges. The Indiana
Exchange Carriers Association, AT&T, SBC Indiana and Sprint, reached a Settlement
Agreement in response to the rural ALEC's concerns. The IURC found the settlement agreement
with certain modifications, was in the public interest by creating the IUSF to provide a more
transparent and explicit support method than had been the case with the prior two funds. The
IURC also found that the fund would be competitively neutral and promote just, reasonable and
affordable rates for telecommunications services

The Commission order establishing the IUSF was passed in 2004 and the fund was to go
into operation in 2005. However, unsuccessful appeals by some telecommunications carriers
who contested the IRC's authority to create the fund and also claimed that the fund was not
competitively neutral, delayed the establishment of the fund until 2007

In establishing the IUSF, the IURC sought to deal with the revenue shortfalls caused by
reductions in intrastate access charges without subsidizing lower rates for the customers of rural
ILE Cs than the rates paid by customers of contributing carriers. Rural lLECs were required to
raise their local service rates to prescribed benchmark levels in order to receive support from the
IUSF and to pass a qualification test to show that they did indeed need support. The
qualification test involved several steps

Three years of a rural ALEC's intrastate net income was averaged

The averaged income was adjusted to reflect benchmark rates of $17. l5 for residential
service and $23.60 for single line business service rather than the rural ALEC's actual local
service rates. (A transition period was provided for rural ILE Cs who would have to increase their
rates by $6.00 or more in order to attain the benchmark rates.)

Federal support payments were subtracted from the adjusted averaged net income

An 11.50% rate of return was applied to the rural ALEC's rate base (averaged over the
three year period), resulting in a revenue requirement figure

Adjusted averaged net income (less federal support payments) was compared to the
calculated revenue requirement. If the net income was less than the calculated revenue
requirement, the rural ILEC passed the qualifying test and was eligible to receive support from



the IUSF in an amount equal to the difference between averaged net income and revenue
requirement. If the netincome exceeded revenue requirement, the rural ILEC was ineligible for

Support is recalculated every three years, recalculation will be done in 2010. Rural ILE Cs
whose calculated revenue requirement exceeds their average adjusted net income will lose their
eligibility for IUSF support. Qualifying rural ILE Cs receive support in monthly lump sum
payments

Although CETCs are technically eligible to apply for support from the IUSF, none has
done so as yet. It is not clear how CETC support payments would be calculated, since the rural
ILEC with whom they compete receive support in a monthly lump sum amount. The IURC
requires service maps from supported carriers, including carriers who are federal ETCs

As of July 1, 2009, VoIP providers in Indiana are required to be certificated. Large fixed
VoIP providers, like the cable companies, have become certificated because they seek the
benefits of being a telecommunication service provider (i.e., interconnection agreements, ability
to get telephone numbers, etc.). Smaller fixed providers and nomadic providers have not all
voluntarily become certificated. Although Indiana's 2006 deregulation law defines all providers
as "communication service providers," there are still distinctions among subclasses of providers
For example, it is not yet clear whether VoIP providers are required to pay into the [USF

The lUSt is funded by a surcharge on retail bills and is administered by a third party
who levies penalties for late payments. Non-payment of the surcharge can result in a court case
handled through the State Attorney General's office

References

http:/'3vww. in. gov,/izzr'c

State of Indiana, Indiana Utility Regulatory Commission, Cause No. 42144, March 17

State oflndiana, Indiana Utility Regulatory Commission, Final Order, Cause No. 41052

ETC-47. June 8. 2005



Kansas

The Kansas Universal Service Fund (KUSF) was first established in 1997 to provide two
kinds of support: 1) a hold harmless provision to replace revenues lost by carriers as they
reduced their intrastate access charges: and 2) annual support in the amount of $36.88 for each
qualifying access line. Initially, only ILE Cs received monies from the KUSF. In 2000, the fund
changed to a cost-based approach under which rural carriers receive support based on their
revenue requirements, and non-rural carriers receive support based on costs determined by a
proxy model

Support for rural carriers is based on intrastate revenue requirement. The revenue
requirement is then adjusted for subscriber revenues, which are assumed to be no less than a
floor level which is called "targeted affordable rates." As of March 2009, the targeted affordable
rates for rural ILE Cs were $15.75 for residential service and $18.75 for single-line business
service. When a company elects to maintain its rates below those targeted levels, KUSF support
is reduced by the amount of revenue the carrier would have received by increasing actual rates to
the targeted level. Revenue requirement is also adjusted for changes in intrastate access charges
Under a statutory mandate, every two years the commission adjusts the amounts of the targeted
affordable rates and of allowable intrastate access rates

For non-rural ILE Cs, KUSF support is also cost-based, but costs are derived from a cost
proxy model. The Kansas Commission adopted the FCC's cost proxy model, with several
adjustments to reflect Kansas specific inputs, such as taxes. The model produces costs at the
wire center level, and the results are then disaggregated into two zones. One zone is a base rate
area, generally the area within city limits. The second zone is outside the base rate area or city
limits. KUSF support is provided to any zone with costs above 135% of the state average
Annually, this support is adjusted based on current line counts, but without recalculating costs

Competitive ETCs (CETCs) receive support for lines they provide service to within the
ALEC's service area, at the same per-line amount as is provided to the ILEC. As with ILE Cs
support for CETCs is adj used annually to reflect changes to line counts

In 2000, the commission adopted the practice of adjusting support to all carriers annually
based on current line counts. After a court decision, this practice has now been modified for
rural carriers. In 2005 a Kansas court held that the commission can increase or decrease a rural
company's support only after conducting a revenue requirement analysis that evaluates the
carrier's embedded investments and expenses As a result, rural [LEC support amounts now

Elueslem Tel. Co. v. Kansas Corp. Comm`n., 33 Kan. App. ad 817 (Kan. Court of
Appeals, 2005), review den, Bluestem Tel. Co. v. Kan. Corp. Comm'n, 2005 Kan. LEXIS 597
(Kan., 2005)



remain fixed until recalculated by the Commission. CETC support, however, is still adjusted
annually based on CETC line counts. The net effect is that an increase in competition can
increase the amount of support paid out by the KUSF

Funds for the KUSF are collected through a percentage surcharge on intrastate retail
billed revenues. Carriers can recover the KUSF high cost surcharge through line items on
customer bills. The Commission calculates a specific amount that ILE Cs can place on each
customer's monthly bill. Specific dollar amounts are calculated for AT&T, for Embarq, and for
all rural ILE Cs. CLECs, IXCs and other carriers can recover the surcharge as a percentage on
their customers' bills

All service providers, including satellite providers, wireless carriers, and VoIP providers
are required to pay into the KUsF.2" However, the Voyage case in Nebraska has left the status
of nomadic VoIP providers unclear. The KCC and the Nebraska PUC filed a Joint Petition at the
FCC asking for a declaratory ruling. Time Warner and Cox are voluntarily contributing to the
KUSF, as are a few other companies that have self-identified as VoIP providers. Vonage and
other providers have challenged the KCC's authority for state USF assessments and are not
contributing

The Commission has been conducting revenue requirement audits of the rural ILE Cs. At
this writing, 34 companies have been audited, resulting in a decrease in the KUSF of $8.3
million. Three companies have not yet been audited

References
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Maine

The universal service fund in Maine, which was created by state statute, has been
functional since 2002. A surcharge of 1.35% is assessed on intrastate services on customer retail
bills, resulting in collections of about $8 million annually. That percentage can be adjusted
quarterly depending on the projected needs and revenue base. About $7.4 million is used for the
high cost fund, the remaining amount covers a public payphone program, a program to purchase
equipment for the hearing impaired and a program to provide an alert system for the hearing
impaired, and a telecommunications relay service program

The Maine high cost fund is used exclusively as a credit against revenue requirement
The amount of support a carrier receives from the fund is determined by subtracting a carrier's
intrastate revenues from its intrastate revenue requirement. A carrier's revenue requirement is
calculated through a rate case using rate of return methods. Intrastate revenues are calculated by
multiplying a carrier's billing units (access minute, residential lines, etc.) by the carrier's rates
except that for local service, benchmark rates are used. The benchmark rates for local service is
the level of Verizon's local rates shortly before Verizon was sold to Fairpoint. The carrier's
support from the high cost fund equals the amount that results when the carrier's intrastate
revenues are subtracted from its revenue requirement. If the revenues exceed the revenue
requirement, the carrier gets no support from the fund

At this point, the only ETCs supported by the Maine fund are 12 rural ILE Cs. No CLEC
has applied for state funding because, in order to receive money from the Maine high cost fund, a
carrier has to undergo a rate-of-retum rate case with the Maine Public Utilities Commission to
determine support. No CLEC has wanted to do this as yet

The Maine Public Utilities Commission (MPUC) established the universal service fund
high cost fund at the same time it was reducing state access charges and expanding Basic Calling
Service Areas (EAS areas). The Maine PUC did mini-rate cases for all the lLECs, except for
Verizon, using the lower intrastate access charges, the revenues from expanded Basic Calling
Service Areas and benchmark local rates. Intrastate access charges were lowered to mirror
interstate rates at that time, access charges have not been lowered further, and the current
intrastate access charges mirror NECA's interstate rates from several years ago, rather than
current interstate access charges

ILE Cs currently receive the amount of support that was calculated several years ago
neither the ILE Cs nor the Maine PUC have initiated action to recalculate the support amounts
Theoretically, the ILE Cs could benefit from a recalculation of support because the benchmark
rates that were used in the calculation are $4.00 higher than the local service rates Fairport
currently charges in the service areas it purchased from Verizon. When the Fairpoint purchase
was under negotiation, the Maine PUC found through a rate case that Verizon had been over
earning. Fairpoint agreed to lower local rates by about $4.00 as a result. While it is possible that
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lower benchmark rates could result in higher support payments from the fund, it is also possible
that a recalculation could result in lower revenue requirements for the ILE Cs receiving support

While no CLEC has come forward to apply for state ETC status, that has not been the
case for federal ETC designations. One wireline and two wireless carriers have received federal
ETC designation, the wireline carrier and one of the wireless carriers have since asked to have
that designation rescinded

VoIP providers are not certificated in Maine, however, one division of Time Warner
Communications, though not the division that providers retail services, did ask for and receive
certification. Time Warner, though now asking to be De-certificated, is contributing to the fund

The fund is managed by a third-party, and the Maine PUC requires annual reports from
state ETCs and ILE Cs whether or not they receive Maine support, and also from ETCs with
federal designations
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Nebraska

Nebraska's high cost fund has been functioning for a decade. The Nebraska Public
Service Commission CNPSC) is the custodian and administrator of the Nebraska Universal
Service Fund (NUSF). Funds are collected through a surcharge (currently 6.95%) levied on
intrastate retail revenues. The amount generated by the surcharge covers the high cost fund, a
separate fund that provides grants to wireless providers to build facilities in in-served and
underserved areas, a telehealth fund to provide support to the Nebraska Statewide Telehealth
Network, and the state Lifeline fund. The surcharge is collected through a line item amount on
retail customers' bills

The NUSF was established by statute in 1997. It began as a transitional revenue
replacement fund, and then in 2004, the Commission moved to a cost-based approach
Originally, carriers were asked to reduce their state CCLC to zero, restructure other in-state
access rates, and transition local rates to rate benchmarks determined by the Commission. The
remainder of the amounts necessary to achieve revenue neutrality was then recovered through
funds distributed from the NUSF. If after all of these actions, a carrier's earnings exceeded a
12% rate-of-return, a corresponding amount ofNUSF funding was forfeited

Since 2004, support from the NUSF has been an allocation based on a comparison of
total cost and total revenue generated per line. The Benchmark Cost Proxy Model was used to
relate household density to average loop cost, the results of which were used to link measured
density in each support area to expected loop cost and determine relative allocations

To determine cost, the NPSC used the Benchmark Cost Proxy Model to model cost at the
sub-wire center level and relate the resulting cost to household density using regression analysis
the result is a computed cost per line. Revenue is calculated beginning with a local benchmark
rate for residential service, currently $17.95. Once converted to total cost, other revenue
amounts are added to the benchmark rate, specifically a carrier specific SLC, an imputed DSL
revenue amount (the same for all carriers), an average per line amount by which a carrier's
intrastate access rates exceed the state's minimum intrastate access rates, and finally converted to
revenue per household. The resulting total revenue per household is compared to the total cost
per household computed for that specific area. A support area is allocated support when the total
cost per household is greater than the total revenue per household. Subsequent adjustments to
allocated support are made: earnings exceeding a 12% rate-of-return, federal universal service
support received, and a rural benchmark imputation, currently $19.95

Incumbent Local Exchange Carriers (ILE Cs), Competitive Local Exchange Carriers
(CLECs), Interexchange Carriers (iXCs), wireless providers, and fixed Voice Over Internet
Protocol (VoIP) providers all contribute to the NUSF. Vonage is contesting the NPSC's ability
to assess the NUSF surcharge on nomadic VoIP service providers. Fixed VoIP are not required
to be certificated, but they can voluntarily ask for certification. Both fixed VoIP and wireless
providers can use the FCC's safe harbor percentages to determine the intrastate revenue base on
which to assess the 6.95% surcharge. The NUSF declined by 17.8% in 2007 because the FCC



increased the federal portion of the safe harbor percentages. Because not all carriers are
certificated, the NPSC has to use several venues to identify carriers who are subject to the
surcharge. All broadband, VoIP, and wireless providers are required to register in the NPSC's
communication provider registry. All carriers are required to update a contact database annually
In addition to the database and the registry, the NPSC also refers to the Secretary of State's
website, newspaper ads and the yellow pages to identify carriers

Theoretically any carrier is eligible to receive aid from the high cost fund. However, the
Commission provides high cost support to one facilities-based network in a given support area
At this point, only the networks of current ILEC carriers have been designated as state ETCs
(NETCs) for the purpose of receiving high cost support. Another carrier may petition the
Commission to be designated as the eligible network provider within a given support area. Such
carrier must, accept Carrier-of-Last-Resort (COLR) responsibilities, and comply with all
interconnections requirements of the Telecommunications Act of 1996, all reporting
requirements, and all existing ILEC Interconnection Agreements

Carriers need only be certified as NETCs to receive NUSF funds, designation as a federal
ETC is not required. The NPSC uses the FCC's recommended requirements to determine
federal ETC designation: five-year network improvement plan, ability to remain functional in an
emergency, ability to satisfy consumer protection and service quality rules, provision of a local
usage plan, and ability to provide equal access. The NPSC uses the FCC's list of supported
services and has no plans to expand that list

In 2007, for areas served by Qwest, the NPSC adopted a form of identical support for
CLECs, the NUSF porting methodology. Under the porting methodology, a CLEC receives
support amounts equal to the minimum of the per line amount received by the [LEC or the
difference in the UNE loop rate and the respective benchmark. However, Qwest has challenged
an NPSC order which further deaveraged the UNE zones. The NPSC further disaggregated
geographically cost-based UNE zones creating an in-town rate and an out-of-town rate for each
of the three zones

In addition, the NPSC implemented several accountability measures to ensure that NUSF
funds are being used appropriately. Carriers receiving NUSF funds are audited annually by an
independent third party auditor. Also, ETCs and NETCs are required to file annual reports that
include information about network improvements (one historical year and one forecasted year)
outages, unfilled requests for service, and customer complaints. Further, in 2008, for carriers
receiving NUSF support, the NPSC adopted an expense cap model mechanism for review of
expenses. This mechanism is an important objective tool for proper oversight of the appropriate
use of NUSF support and further promotes public accountability to ratepayers
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Nevada

The Nevada Universal Service Fund (NUSF) covers multiple programs, including high
cost support, supplemental aid to schools and libraries, supplemental aid to rural health care
providers and the extension of basic service to previously in-served/underserved areas. The
NUSF expects to expend approximately $226,000 in 2010

Nevada established a high-cost fund in 1995 known as the Fund to Maintain the
Availability of Telephone Service (FUMATS). The fund is reserved only for providers of last
resort (POLRs). At this time, only ILE Cs are designated as POLRs. In general, the FUMATS is
targeted at small rural ILE Cs. A large ILEC or a competitive POLR may petition for high-cost
support, but it would bear the burden of demonstrating that circumstances warranted for it to
receive support to keep basic service rates at affordable levels. To date, no large ILEC or
competitive provider has petitioned for support

The high-cost support level is determined through reference to an applicant's intrastate
revenue requirement using the authorized intrastate rate of return. To be eligible for support, the
applicant's intrastate revenue requirement must exceed the sum of its intrastate revenues and
federal universal service support. The carrier must also meet two additional conditions: (l) the
company's interstate and intrastate switched access rates must be in parity, or the company must
agree to carry out a plan to achieve the parity specified by the Commission, and (2) the
company's local rates must fall between $8-16 per month for residential lines and $16-20 per
month for business lines. An ILEC may petition to raise the rate above the upper threshold

Requests for high-cost support must be submitted annually. An applicant for support
must submit a request to the fund administrator 180 days before the beginning of the calendar
year for which money is requested. The fund administrator conducts the preliminary review of
the company's earnings, determines the appropriate amount of support and reports to the
Commission for final approval. To date, only one rural ILEC has requested and has been
receiving support from the fund. Because that carrier did not request support for 2008 and 2009
there were no high-cost fund disbursements, and collections for the high-cost fund were
suspended. The carrier has requested aid for 2010, the Commission has determined that the
existing fund balance is sufficient to provide the carrier with the requested support and also to
cover the administrative costs of the fund's third party administrator

The NUSF is funded by a percentage surcharge on intrastate retail receipts. The rate is
currently zero because the state is spending down an existing fund balance, the last surcharge
levied was 0.0025 percent. Both wireline and wireless providers contribute to the fund
Certificated VoIP providers also pay the assessment. Carriers can pass NUSF surcharge
through as a line item on consumer bills. Solix is the current administrator, selected by the
Commission through a competitive bidding process



In participating in the federal Lifeline program, ILE Cs in Nevada provide additional
support to obtain the federal Tier Three matching support. However, no ILE Cs have requested
any reimbursement from the state USF. There is a rule change proposal to streamline requests for
reimbursement

There are 13 rural ILE Cs in Nevada, all of which are under rate-of-return regulation. The two
non-rural ILE Cs, Embarq and AT&T, are classified as competitive suppliers and are subject to a
deregulation plan under which their basic rates have been frozen until 201 l. As is the case with
commissions in many other states, if the FCC mandates future reductions in intrastate access
rates, the Commission will face the possibility of-expanding the state fund to offset rural ILE Cs
revenue losses
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New Mexico

The New Mexico Rural Universal Service Fund (NMRUSF) was created in response to
state statute requiring reductions in intrastate access charges, rebalancing rates and compensate
eligible carriers primarily ILE Cs in a revenue~neutral manner for reducing their intrastate access
rates to interstate levels while at the same time rebalancing their local rates. The fund began
operation on April 1, 2006. There had been efforts to create a fund prior to the NMRUSF, but it
was not possible to reach consensus about the lund. During these prior efforts, $2 million had
been collected. but no monies had been distributed and the $2 million was rolled into the
NMRUSF

The NMRUSF is supported by a state. USF surcharge rate paid by all entities that provide
intrastate retail public telecommunication services and comparable retail alternative services in
New Mexico, including local and intrastate toll service providers, access providers, CMRS
providers, operator service providers and pay phone providers. Interconnected VoIP carriers and
wireless carriers may use the inverse of the federal safe harbor for estimating intrastate revenues
The fund administrator and the commission staff keep track of VoIP providers through the
certification process as well as by referring to service advertisements, the FCC 499 database and
reports by the VoIP providers to the administrator. The commission has been in court with a
VoIP provider who is not contributing to the fund. The fund is deem by statute "not public
funds" and is collected and support disbursed to carriers by a contract administrator, currently
Solix Inc

Support from the fund is determined by first calculating revenues lost from lowering
intrastate access charges during a base year, and then adj musting for the revenues gained from
increasing local rates to a benchmark level. The detailed formula is as follows

Support : Access Revenue Loss - Local Revenue Increase

((Historical Access Rate - Allowable Access Rate) x 2004 access minutes x Historical
Collection Factor - Imputed Benchmark Revenue
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The Historical Access Rate means the per-minute intrastate access charge in effect for a
carrier as of July 1, 2005. TheAllowable Access Rate is the specified cap for intrastate access
rates during the three-year phase-in period'°" and after January l, 2008, they are identical to the
carriers' interstate access rates. The Historical Collection Factor means the ratio. for calendar
year 2004, of intrastate switched access charge revenue collected by a carrier to its gross charges
for intrastate switched access, not to exceed l. The [inputed Benchmark Revenue is the revenue
gained from raising local rates to "affordability benchmark rates," which are set at the level of
Qwest's local rates plus its intrastate SLC. For residential service that benchmark was set at a
residential rate of(based on l3.50+l.78 benchmark=$l5.28 and $15.18 ($l3.50 + $1.68), for
business service at rate benchmark-up of upto 36.l5

A carrier must be designated as an ETC to receive support from the fund. Theoretically
any carrier could petition for ETC designation for state support, including a CLEC. However
only rural ILE Cs have been approved to receive support from the state fund. Qwest is the only
non-rural ILEC in New Mexico, rather than recovering lost access revenues from the fund
Qwest was allowed to charge a state SLC of $1 .68 (the original 1.78 reduced to $1.68 reflecting
refunds to rate payers) to its customers. Qwest's local rates are used as affordability benchmark
rates, as described above. Because of the historical nature of the support calculation, CLECs
have found it difficult to determine how to calculate support from the fund. Several CLECs
elected to file a state SLC and none are receiving support from the NMRUSF

The revenue surcharge for the fund is reviewed annually, and the most recent rate was set
at 2.450%, effective January l, 2010. The rate is assessed on intrastate retail revenues. The
projected fund size was set at $24,237,580

In fiscal year 2007-2008, the program collected $23,l64,95 l. The total expenditures
were $24,0l2,534 in calendar year 2007. Carriers may recover their contributions through a line
item on their customers' bills. Native Americans residing on or near their tribal lands are
generally exempt from the surcharge

The state commission selected a third-party administrator to operate the fund through a
bidding process. The current administrator is Solix, Inc. All Solix's documents and rules are
subject to commission review. Based on NM Administrative Code 17.1 1.10. 12, the fund

The Allowable Access Rate during the transitional years are as follows

Effective April l, 2006, not to exceed the carrier's historical access rate, less 1/3 of the
difference between its historical access rate and its January l, 2006 interstate access rate

Effective January l, 2007, not to exceed the carrier's historical access rate, less 2/3 of the
difference between its historical access rate and its January l, 2006 interstate access rate

Effective January l, 2008, not to exceed the carrier's January l, 2006 interstate access
rate, and its intrastate access elements and structure shall conform to those of its interstate
access tariff



administrator must conduct reviews, not less than once every year, to ensure that each
contributing company is making its required contributions to the fund and that support from the
fund is used for the specified purpose. Salix reviews a selected sample of carriers including
contributors and fund recipients

In 2008, Solix reported to the legislature regarding the fund and its operation and did not
recommend any changes in the current state high cost fund assessment rate. There is a rule
making including a proposal supported by most lLECs to establish an additional state fund to
pay for the state match for federal Lifeline and Link Up subsidies. Currently, some ILE Cs
provide monies to augment the federal Lifeline payments to get additional federal matching
funds
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Oklahoma

Oklahoma has two funds: the Oklahoma Universal Service Fund and the Oklahoma High
Cost Fund. The Oklahoma Universal Service Fund (OUSF) serves three basic needs: 1) "Primary
Universal Service" Provides rural consumers with access to telephone services that are affordable
and reasonably comparable to urban telephone services. 2) "Special Universal Service" provides
funding for a) internet connections to public schools, libraries, and county seats, b) toll free l
800 lines for public schools, and c) Telemedicine. 3) "Lifeline" support provides economically
disadvantaged consumers with low cost telephone service. The lifeline support is sometimes
referred to as the Oklahoma Lifeline Fund (OLF). The OLF is not a separate fund but is a
component of the OUSF

The OUSF was created by state statute, 17 O.S. §l39.lOl et seq. The OUSF is funded by
contributions from telecommunications providers as a percentage of the total retail-billed
Oklahoma intrastate telecommunications revenues for both regulated and unregulated services
Contributions to the OUSF may be passed through to consumers. Local exchange carriers, long
distance carriers, wireless carriers, operator service providers and payphone service providers
contribute to the OUSF. VoIP providers do not contribute to OUSF. The Commission
establishes a budget and adjusts the OUSF rate annually. The Commission also conducts regular
audits of telephone companies that receive money from the OUSF

Primary Universal Service supports rural carriers. A rural carrier is defined as an
incumbent local exchange carrier (ILEC) serving fewer than 75,000 access lines. One notable
component of Primary Universal Service in Oklahoma is the "make-whole" provision of
Oklahoma law. The "make-whole" provision allows rural carriers to recover revenue lost as a
result of any federal or state change in law, regulation or order. Funding requirements for
Primary Universal Service programs have experienced modest growth over the last five years

Special Universal Service schools and libraries programs supplement E-Rate funding
Accordingly, the state and federal programs work in concert to provide Internet access to schools
and libraries. Special Universal Service also funds Telemedicine and a toll-free telephone number
to schools. in many instances, Telemedicine and toll-free telephone numbers for public schools
are paid exclusively through the OUSF. Also, OUSF pays for Telemedicine projects to a broader
array of healthcare facilities than those covered by the federal fund for rural health care facilities
While the Commission encourages carriers to seek federal funding sources for Telemedicine
federal funding sources are not always available for Telemedicine projects that are eligible for
OUSF support. The OUSF supports both the initial build~out and the ongoing maintenance of all
Special Universal Service programs with the exception of ISP connection costs. Funding
requirements for Special Universal Service have experienced significant growth over the last five
years, particularly in the area of Telemedicine

The OLF Lifeline programs supplement federal Lifeline programs. Accordingly, the state
and federal programs work in concert to provide Lifeline services. Funding requirements for
Lifeline programs have experienced modest growth over the last five years



The Oklahoma High Cost Fund (OHCF) provides support to rural incumbent local
exchange carriers (RLECs). The OHCF is a state fund that is separate and distinct from the
OUSF. The OHCF was created by Commission order in 1996 and has not been modified or
changed since that time. The OHCF is supported by contributions from intrastate toll providers
(IXCs). Contributions to the OHCF may be passed through to consumers

The OHCF replaced the intrastate toll pool in place prior to 1997. The OHCF distributes
a fixed amount to rural carriers each year as stipulated in the 1996 settlement. The fixed amount
is based on the amount each carrier received from the toll pool in 1994 with very limited
opportunities for adjustment. The total size of the OHCF is fixed at approximately $37 million
annually. An loC's contribution to the OHCF is calculated annually based on the INC's
proportional share of the total intrastate retail billed minutes of use

The Oklahoma Corporation Commission is considering several reform proposals on the
OUSF and OHCF, such as, changing the contribution methodology and distribution standards for
the OUSF and/or eliminating or reforming the OHCF. However, no changes have been made at
this time
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Oregon

The Oregon Universal Service Fund (OUSF) was created by the Oregon Public Utility
Commission under legislative mandate. The legislature's impetus for mandating the creation of
the fund was to stabilize rates as competition developed. The fund has been functioning since
2000 and in fiscal year 2009 collected $49 million

ILE Cs, CLECs, and laCs all contribute to the fund. Wireless providers do not currently
contribute to the OUSF and VoIP providers are not required to contribute. However, the state's
largest VoIP provider (a cable company) has voluntarily asked for certification and is a fund
contributor. Contributions to the fund are based on a surcharge that is applied to intrastate retail
revenues. The current surcharge is 7.12%

While the Oregon Commission has custody of the fund, a third party serves as fund
administrator. Service providers submit their contributions to the Commission, which deposits
the funds, at the same time a record of the payment is made to the third party administrator who
maintains a database of fund transactions and also deals with delinquent payments. The third
party administrator is audited each year by an independent auditor. The Commission is
developing a web based system through which carriers will be able to input required data and
also submit their payments to the fund

The OUSF makes a distinction between rural and non-rural ILE Cs in calculating fund
support. Support amounts from the OUSF vary from a low of $0.22 to $685.20 per line. For the
large non-rural lLECs, a cost proxy model is used to determine cost per loop at the wire center
level. The resulting per-line cost for each wire center is reduced by a $21 benchmark rate. The
resulting difference, if any, constitutes the support from the OUSF. The cost proxy model has
not been updated since the inception of the fund, and so support amounts for the larger carriers
have been set since then

Embedded costs are used to calculate support for the small rural ILE Cs. This support is
calculated every three years and it equals the carrier's costs reduced by federal support and the
$21 benchmark rate. The carrier's revenue requirement for loop and local traffic sensitive
facilities is converted to a per-line amount by dividing the total revenue requirement by the
carrier's number of lines, the resulting amount is then divided by 12 to arrive at a monthly per
line figure. The per-line amount is the same for all the carrier's wire centers, unlike the
procedure for the larger ILE Cs. This amount (which is essentially revenue requirement per line)
is then reduced by federal support. Specifically, 25% of the loop cost, the sum of the
calculated Subscriber Line Charge plus any interstate loop support (whichever is greater) is
subtracted from the revenue requirement per line. Any federal local switching support is also
subtracted. The resulting amount is further reduced by the $21 benchmark. Any remaining
amount constitutes the support from the OUSF
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When the triennial calculation of support was done in 2006, the Commission, in an effort
to restrict the growth of the OUSF, froze support at 2003 levels plus 15%, resulting in the 7.12%
surcharge. In its 2009 study, the Commission made no increases, leaving the 7.12% surcharge in
place

CLECs are eligible for support from the OUSF. They must be certificated, receive ETC
status, and also pay into the OUSF for over a year. So far only one CLEC is receiving support
from the OUSF. Support for Competitive ETCs (CETCs) is based on the support received by the
ILEC for that wire center. If the CETC is providing service using its own facilities, it gets the
same support as the ILEC. If the CETC is providing support through UNEs, it gets partial
support. If the CETC is providing support through resale, it gets no OUSF support
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Pennsylvania

The Pennsylvania Public Utility Commission created the $34 million PA-USF in 2000 in
response to petitions from both local exchange carriers and IXCs. The purpose of the PA-USF
as articulated in the Commission's Final Rulemaking order, is to "reduce access and toll rates
for the ultimate benefit of end-users and to encourage greater toll competition while enabling
carriers to continue to preserve the affordability of local service rates

The PA-USF is a revenue replacement fund, with support limited to rural ILE Cs. At the
initiation of the fund, intraLATA toll rates were reduced, the intrastate Carrier Common Line
Charge was replaced with a flat rate Carrier Charge, and other intrastate access charges were
reduced closer to interstate access charge levels. At the same time, ILE Cs were allowed to
increase local residential rates up to a cap of $16.00 per month. Support payments from the PA
USF were calculated by netting additional revenues from increased local rates against decreased
revenues resulting from reductions in access charges and toll rates, if the additional revenues
were not sufficient to make up for the decreases in revenues, the PA-USF made up the shortfall
The $16.00 cap was later increased to $18.00 in 2003 when intraLATA toll rates were further
decreased and support amounts from the PA-USF were recalculated accordingly

The size of the fund and the annual assessment rate is recalculated each year and
approved by the Commission. The fund is increased to reflect access line growth for rural lLECs
but is not reduced in the event of a decline in lines. All LECs and IXCs contribute on a pro rata
basis to the PA-USF. Contributions are calculated by applying an assessment rate (1 . l 094904%
in 2009) to intrastate end-user retail telecommunications revenue. The formula used for
calculating contributions is as follows

W + X+y+z X

12

W :: Increase in funding requirement due to growth in access lines of recipient carriers
W equals access line growth percentage for each recipient carrier multiplied by each recipient
carrier's prior year net support (prior year funding minus prior year payment)

X= Prior year's size of fund minus estimated any surplus from prior year or plus any
shortfall from the prior year

Y = Provision for uncol1ectable~set at 1%. {1% x (X+W)}

Z = Commission approved administrative and auditing expenses

Rulemaking Re Establishing Universal Service Fund Regulations at 52 Pa. Code
§§63.l6l-63.172, Final Rulemaking Order, Docket No. L~00000148, (November 29, 2000)



A== Aggregate state-wide end-user intrastate retail revenue of all contributing
telecommunications providers for the previous calendar year

B= Individual contributing telecommunication provider's end-user, intrastate retail
revenues for the previous calendar year

C= individual contributing telecommunication provider's monthly contribution

The fund is administered by a third party. Contributors to the PA-USF are prohibited
from recovering their contributions through line item surcharges on customer bills. Verizon
Pennsylvania Inc. (Verizon PA) uses its 2003 Price Change Opportunity monies to fund its
annual contribution to the PA-USF. ( Verizon PA is under price cap regulation in Pennsylvania
but although it is an ILEC, it is not a rural ILEC recipient of the PA-USF). Most of the other
ILE Cs are net receivers from the PA-USF rather than contributors. (As noted in the formula
above, the rural lLECs' contributions are netted against their support payments when the fund
size and assessment percentage are calculated.)

Currently, all certificated telephone carriers contribute to the PA-USF. CMRS providers
do not contribute. Certificated VoIP providers would be required to contribute, however, no
VoIP providers are currently certificated. The contribution base for the PA-USF has been
declining by about 3% each year, this has encouraged the Commission to consider adding CMRS
and VoIP providers as contributors to the fund

The fund was originally envisioned as an interim measure to last four years, however
there is no sunset provision in the regulations at 52 Pa. Code §§ 63. 161 - 63.171. An
investigation is currently underway before the Office of Administrative Law Judges to consider
various issues related to the fund, including questions about the size of the fund and whether to
expand its purpose to include keeping rates affordable in rural ILEC territories during periods of
revenue increases. As part of this investigation, needs test analyses are being conducted

Pennsylvania is actively promoting broadband deployment by its telecommunications
carriers. As part of alternative regulation proceedings, carriers made commitments for delivery
of broadband in return for decreased regulatory oversight
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South Carolina

(The following discussion is based on an interview with Commission staff members. but
it has not undergone a final staff review.)

South Carolina funds its universal service efforts through two funds. An Interim Local
Exchange Carrier Fund (ILL) to which only interexchange carriers (IXCs) contribute, and a
Universal Service Fund (SC USF). The establishment of state universal service mechanisms in
Soudi Carolina was in response to the federal Telecommunications Act of 1996 and the push
from a state telecommunications industry coalition seeking to keep incumbent local exchange
carriers (ILE Cs), especially rural local exchange carriers (LECs), competitive in the market. The
rationale underlying the state funds is that rural LECs cannot be competitive so long as their
local rates continue to be subsidized by access charges and other vertical features. The state high
cost mechanisms are intended to keep incumbent LECs whole on a revenue neutral basis when
they reduce the non-basic rates that previously provided implicit subsidies to local rates

The ILL was established as part of intrastate access charge reform, a reform asked for by
the state's IXCs who sought lower access charges. All rural LECs were required to reduce their
intrastate access charges to the level of those of the largest [LEC in the state, BellSouth, now
AT&T. IXCs, including BellSouth, pay into the ILL and in return benefit from rural LECs
lower intrastate access charges. The ILL replaces the revenue lost from access charge
reductions, with the incumbent LECs receiving payments based on their number of intrastate
access minutes in 1996. Adjustments are made for growth in minutes, but no adjustments are
made for a decrease in minutes. The ILL is about $40 million per year. Though there are plans
to incorporate the ILL in the SC USF, this has not yet been done and the ILL continues as an
independent fund

The South Carolina Universal Service Fund (SC USF) was implemented in 2001 and
started functioning in 2002. It includes High Cost Support, a Lifeline program and
Telecommunications Relay Service. In Fiscal Year 2007-2008, the state fund collected about
$54.6 million

All wireline carriers that offer intrastate telecommunications services, including
incumbent and competitive LECs and IXCs, are required to contribute to the SC USF. The SC
USF surcharge is not assessed on wireless carriers unless they are designed as Eligible
Telecommunications Carriers for receiving federal USF, which indicates that they compete with
ILE Cs. VoIP providers are required to contribute to the fund only if they seek state certification
as a competitive LEC (e.g., Time Warner Cable and Comcast). Nomadic VoIP providers do not
contribute to the fund

The South Carolina Office of Regulatory Staff administers the High Cost Fund and
periodically audits the books of the fund recipient. The State Treasurer has custody of the fund



The SC USF is collected through a percentage revenue surcharge on contributing
carriers' retail receipts. The current rate is 3.5707%. The SC USF is unique in using both
interstate and intrastate receipts. The South Carolina Supreme Court affirmed that the state has
the right to assess state USF on interstate revenue based on the rationale that the federal USF
recovers only a fraction of the carriers' costs of providing intrastate services

Only carriers of last resort, now only incumbent LECs, are eligible to withdraw from the
High Cost Support. So far, no competitive LECs have applied for the fund, to qualify they
would have to assume carrier of last resort duties. Support from the SC USF begins with a
calculation of a carrier's revenue requirement, with embedded costs used for rural LECs, and
proxy model costs used for the non-rural LEC, BellSouth. These revenue requirements serve as
a cap on total support available from the SC USF, and are not changed unless a carrier comes in
to request a change in the calculation. Once a revenue requirement is calculated, a total cost per
line is determined. State High Cost support per line is equal to the total revenue requirement
minus approved tariff revenue and other sources of subsidy such as federal high cost support and
ILL. ILE Cs are compensated dollar for dollar for any revenue loss resulting from a rate
reduction for non-basic services such as access charges and vertical services. Carriers cannot
reduce rates for these services below economic cost. If an ILEC loses access lines, the state USF
support per line will be adjusted upward to meet its revenue requirement. All ILE Cs file
financial worksheets annually to true up their USF receipt

When the SC USF was established, the legislature provided for a maximum of $217
million in annual support, to include both the ILL and the USF. The maximum has never been
reached. The $217 million was to be attained in three phases. In the first phase, all carriers
including BellSouth were required to reduce their intrastate access charges and to File the
required cost studies to establish the SC USF. To trigger the second phase, carriers would be
required to file new cost studies and to demonstrate that additional funding is needed. That has
not happened and, as of now, no carriers have passed the first phase

Currently, all rural LECs are under alternative rate regulation. Carriers are allowed to
raise their local rates up to the state weighted average rate, currently $14.35

There are a couple of new challenges facing the state High Cost Support. There is a
debate about whether the fund should support service bundles, which are currently not regulated
There is also a question regarding the interaction between deregulation and state USF. There is
pending legislation in the state General Assembly that will require those ILE Cs who elect
deregulation to phase out their state High Cost Support
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Texas

The Texas Universal Services Fund (TUSF) was originally authorized by the Texas
Public Utilities Regulatory Act in 1987. The TUSF was revised and expanded multiple times
during the late 1990s and early 2000s. The total annual fund disbursement in recent years has
been between $500 and $600 million, making the TUSF the second largest state USF in the
nation. The TUSF includes eleven programs, of which six provide high cost assistance

Programs for high cost assistance

Texas High Cost Universal Service Plan (THCUSP) for large companies and eligible
competitors serving their areas

Small and Rural ILEC Universal Service Plan for small, rural companies and eligible
competitors serving their areas

Public Utilities Regulatory Act §56.025 Maintenance of Rates and Expansion of Fund for
Certain Companies

U certificated Areas

Successor Utilities

Additional Financial Assistance (AFA)

Programs for low-income or disability assistance

Lifeline and Link Up for low-income households

Telecommunications Relay Service (Relay Texas)

Specialized Telecommunications Assistance Program (STAP) for the deaf and the
hearing impaired

Audio Newspaper Assistance Program (ANP) for the blind and visually impaired
persons: provide access to the text of newspapers with synthetic speech technology

Programs for schools, libraries and health care facilities

IntraLATA: ILE Cs that have not elected incentive regulation may request reimbursement
for certain intraLATA, interexchange, high capacity ( l .544 Mbps) private network services at
reduced rates for qualified schools, libraries, non-profit Telemedicine centers, public or non-profit
hospitals, or legal consortium of such entities



TUSF is supported by a surcharge (currently 3.4%) on intrastate telecommunications
revenue receipts. Receipts from payphone services, interstate and international services and the
TUSF surcharge revenue itself are exempt from the assessment. Telecommunications providers
may recover the assessment through an explicit surcharge on customers' bills, Lifeline customers
are exempt from the surcharge

All telecommunications service providers who have a customer base and intrastate
revenue pay into the TUSF. Contributors include LECs and IXCs, and also wireless providers
VolP providers are not contributors. Unlike other states, the TUSF collects contributions from
other types of companies offering telephone services. There are approximately 700 other
companies such as hotels and motels that contribute to the fund. The commission is considering
a rule change to exempt these contributors. Texas allows wireless providers to use the inverse to
the FCC's interstate safe harbor percentage to calculate their intrastate revenue. The Texas
Commission has no imminent concern about sustainability of the fund because population
growth has held the revenue base stable in recent years

To be eligible for state support, a carrier must be designated by the commission as an
Eligible Telecommunications Provider (ETP). Under the competitive neutrality principle, a
competitive provider at least partially using its own facilities can seek the ETP status. An ETP
must first be designated as an ETC for receiving federal USF. ETP designation entails more
stringent conditions beyond the ETC qualification. For example, a carrier must offer flat rate
unlimited local calling services, the local service rate must be no higher than 150% of the ILE Cs
state average rate, the carrier must also comply with state quality of service rules

To qualify for state high cost support, an ETP must also provide basic local
telecommunications service (BLTS) Texas commission reviews the definition of BLTS every
three years. The following summarizes the six high-cost programs in Texas

Texas High Cost Universal service Plan" (THCUSP)

THCUSP is the state high-cost fund for Texas's large carriers or eligible competitors
serving the same areas. It is the biggest of the TUSF programs, expending over $400 million
annually (75-76% of the total fund). ILE Cs receive over 95% of THCUSP support. The
program started around 1998-1999 as a result of restructuring of an older "Texas Universal
Service Fund

THCUSP per-line support level is determined by the following formula, at the wire center
level

Support = economic cost - revenue benchmark federal USF -. access/UNE adjustments

Texas Admin. Code § 26.52 - 26.54

Texas Admin. Code § 26.403(d)(l)



The commission uses a forward-looking economic cost model (Hatfield Model) to
calculate monthly per-line cost of each wire center. The commission sets a uniform revenue
benchmark across wire centers based on the statewide average per-line revenue. The benchmark
is $38 for residential lines and $52 for business lines

The access adjustment applies only to some carriers. Each of the ILE Cs receiving
support from the THCUSP has elected incentive regulation. These ILE Cs agreed to reduce their
switched access charges and intraLATA toll rates. If an ILEC has not in fact reduced its access
rates, the access reduction further reduces its base support. That reduction amount is equal to the
sum of the ALEC's carrier common line revenue, residual interconnection charge revenue and
residual toll revenue. The calculated per-line support is portable to competitive ETPs

The UNE adjustment also applies only to some carriers. If an ETP provides supported
services solely or partially through the purchase of unbundled network elements (UNEs), its
support is allocated between the ETP and its UNE provider

THCUSP recipients must report line counts, rates and support calculation to the TUSF
administrator on a monthly basis, report THCUSP receipts on a quarterly basis, and report its
qualification for THCUSP on an annual basis

The Texas commission has recently modified the THCUSP. Over a four year transition
it allowed large ILE Cs to raise local rates in regulated areas. This plan will raise the lowest local
rate from$7 per month to $17 over the four years. Such change increased the revenue
benchmark and therefore reduced the need for TUSF support. As a result, the assessment rate
declined from 4.4% to 3.4%. The commission may also consider updating the cost model as the
costs currently being used are based on 1997 data

Small and Rural ILEC Universal Service Plan

This is the second-largest program of the TUSF. It disburses about S100 million per year
(17% of TUSF) to 20-30 rural telephone companies and competitive providers serving the same
areas. The ILE Cs and CLECs receive about 98% and 2% of the fund, respectively. This
program was initiated in 1998 and implemented in 2000. It replaces support previously
generated by an intraLATA toll pool. Today the program provides support in exchange for
reductions in intraLATA toll rates and switched access charges. The monthly per-line support
level for each small, rural ILEC study area was determined in a one-time calculation using data
from Fiscal Year 1997. Support per year to each carrier remains frozen as long as the carrier
remains eligible

The support consists of the sum of two hold-harmless calculations

Toll pool revenue replacement. The intrastate toll pool was abolished in 1997. This
support amount is the difference between the ALEC's toll pool revenue requirement during 1997
and its actual toll billed for 1997



Access/toll rate reduction. If carriers reduced their carrier common line towards the
interstate level, or if they reduced their "residual interconnection charge," or if they reduced
intraLATA toll rates no higher than a $0.20 cap, the lost revenue is replaced with support. The
carrier may recover the difference between the previous rates and the new rates, computed on the
basis of minutes of use in 1997

The support is portable to competitive ETPs on a per-line basis. Each fund recipient must
report eligible line account to the fund administrator on a monthly basis, and it must report its
eligibility on an annual basis

PURA §56.025 Support

This program was first adopted in 1995 and revised in 2005. An ILEC serving fewer
than 31 ,000 access lines and telephone cooperatives can seek appropriate support if it
experiences a revenue shortfall due to certain regulatory actions, including those affecting the
commission's high cost fund, changes in federal USF, a change in the intraLATA access policy
or other governmental agency action."° This program disburses $4.5-4.7 million each year to l l
ILE Cs. No carrier has requested additional support since 1998

U certificated Area

The commission can designate an ETP to provide voice services to permanent residential
or business premises in areas where no carrier holds a certificate of convenience and necessity
ETPs can seek reimbursement for the actual cost of deploying new facilities as well as any
recurring costs of providing service not recovered from customer revenue The monthly per
line support is based on the average TUSF support received by adjacent ILECs.'°" Since 2003
this program has disbursed a relatively small amount of support to four companies that serve
about 229 lines in western Texas

Successor Utilities

The 2003 revision to the PURA added this program for non-[LEC providers of last resort
(POLR) to get support from TUSF. No ETP has requested support under this program

Texas Admin. Code § 26.406

Texas Admin. Code § 26.422

Texas Admin. Code § 26.423



Additional Financial Assistance

ILE Cs serving high-cost and rural areas in the state may request additional support if they
can demonstrate a need.'°' This program ensures that ILE Cs facing competition continue to
provide universal access to basic local telephones service at reasonable rates. No ETP has
requested support under this program

Solix, Inc. has been the contracted administrator of the TUSF since 1999 winning 2
separate bids (1999 and 2002). Solid processes fund collection and disbursement

Although there are no statutory requirements for audits, the commission has initiated
audits of the state Lifeline program at 25 companies. The audits did not lead to any findings of
fraud. The commission plans to conduct audits of the high cost programs next

References
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The "Universal Public Telecommunications Service Support Fund" (the Utah USF) was
established by statute in Utah in 1997. The fund, which in 2007 collected $5.3 million. includes
both high cost and Lifeline support, with high cost support comprising about $4 million of the
total fund. The Utah Public Service Commission established the fund and sets policy for its
operation. The Utah Division of Public Utilities (DPU) serves as the fund administrator

Telecommunication service providers, both wireline and wireless, pay into the fund
VoIP providers do not. Contributions are made through a percentage surcharge levied on
intrastate retail sales revenue. Carriers recover the surcharge through a line item on customer
bills. The surcharge has recently been lowered from 0.0045 percent to 0.0025 percent of billed
intrastate retail rates. The smaller surcharge reflects an increased revenue base caused by growth
in wireless service

In order to qualify to receive USF support funds, a telecommunications corporation must
be certified as both a federal eligible telecommunications carrier (ETC) and a state ETC. The
public interest standard for state ETC designation is set high, especially for rural areas. At this
time, the Utah Commission has not approved any competitive state ETC petitions for state high
cost support

A carrier seeking support from the fund must make a filing with the commission. The
DPU then reviews the filing, which is much like a standard rate case, however the company's
total revenue requirement is examined, not just its intrastate activities. The DPU calculates the
carrier's total revenue requirement, applying the carrier's authorized intrastate rate of return
The DPU subtracts from revenue requirement the carrier's total revenues, both intrastate and
interstate, as well as its federal universal service support. Support from the fund is equal to the
difference. The rural ILE Cs in the state are proposing that support be calculated only in
reference to intrastate revenue requirement and revenues, but no decision has been made

To receive support from the Utah fund, carriers must charge at least a minimum rate for
basic service, which currently is set at $16.50 for residential and $26.00 for business service
These affordable basic rates were established by the commission in 2005, after an examination of
the national median rate and of regional averages. The commission can, by statute, establish
different base rates for different study areas, but it has elected to set a single statewide base rate

Once a carrier's support is established, it remains at the established level until the carrier
requests a change in support level, or the DPU, in examining the carrier's annual reports, finds
that the carrier has over-eamed. Of the 15 rural local exchange carriers in the state, ten receive
high cost support from the Utah USF. Qwest is under an alternative regulatory plan, and is the
only ILEC under this plan at this time. Companies under this plan can request support from the
fund. If they did apply, their requests would be evaluated through use of a cost proxy model
rather than through an embedded cost study





Wisconsin

The Wisconsin state universal service fund (WUSF) provides support for a number of
programs, including subsidies to low-income customers and to persons with disabilities, support
for high-rate areas, subsidies for Telemedicine equipment for hospitals and clinics, and support
for public interest payphones. Wisconsin's high-rate assistance program provides support
through customer credits. Rather than directly addressing carriers' costs, the high-rate assistance
program focuses on keeping the rates actually charged to the subscribers at an affordable level

Wisconsin's high rate assistance credit program was created on the state commission's
initiative in 1990 and was later codified in the state Telecommunications Reform Act in 1993
The program - in its current form - began operation in 1996. Instead of subsidizing high loop
costs directly, it provides subsidies for high-rate subscriber lines. The program compares the rate
charged for a package of essential telephone services (including the federal subscriber line
charge) to a benchmark rate and provides credits to buy down the rates of essential services that
are above the benchmark rate. The package of essential telephone services includes a reasonably
adequate 'number of calls within a reasonably adequate local calling area as defined by the
commission. The adequate minutes determined depend on the size of the local calling area (See
table in WI Administrative Code 160.09 (3)(c) for details). Currently the essential services
package includes a maximum of480 minutes of local calling minutes, access to 91 l , and a
reasonable amount of long distance usage. DSL and advanced calling feature charges are
excluded from the package. State statutes require that the Commission define a minimum data
transmission speed, to be provided as part of essential services. The issue is now pending in the
commission's Docket l-AC-198. The Commission has determined that the new minimum data
transmission speed will be 250kbps upstream and 750kbps downstream, but has not yet issued an
order

The benchmark above which the rates for an essential service are considered "high rates
is set at 1.5% of median household income by county. The credits increase as the telephone rates
reach higher percentages of median household income. Credits are determined through the
following table

Credit

50%

Portion of Rate
< 1.5% of county median household income

1.5% but < 2% of county median household income
> 2% but < 2.5% of county median household income
> 2.5% but < 3% of county median household income
> 3% of county median household income

85%

Carriers that receive the state high rate assistance support must pass all the credits on to
customers in their local bills

2
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The design of such a high-rate assistance program avoids resource-intensive and often
times controversial cost studies. Instead of trying to get the cost calculation right, the
commission staff focuses on making sure the subscriber rate is affordable. Its purpose is not to
control rates but to ensure reasonable rate levels

Intrastate wireline telecommunications providers pay into the WUSF, including ILE Cs
CLECs, IXCs and resellers. Wireless and CMRS providers also contribute. Fixed or
interconnected VoIP providers are required to be certified in Wisconsin and they are required to
contribute to the program, but nomadic VoIP providers are not

The monthly assessment on gross intrastate revenue varies. The current rate, effective
since October 2009, is 0.01570%. This assessment includes support to all PSCW programs
funded through the WUSF. Providers can recover their contributions from subscribers through a
line item on the customers' bills. Carriers with gross intrastate revenue below $200,000 for the
prior calendar year are exempt from contributing to the state fund

The fund is administered by a third party, selected through a competitive bidding process
Currently the administrator is WIPFLI, LLP. State commission staff reviews the calculation of
credits in light of changes in rates and county median income levels. The fund is audited by the
Legislative Reference Bureau every year

In the 2007-2008 fiscal year, $6 million was collected for the state fund. Of that amount
$87,496 was disbursed to eligible carriers through the high-rate assistance program, covering
over 5,000 residential lines. The funding level is decreasing because the median household
income in general is increasing while the telephone rates don't have a lot of upward increase
However, if inter-carrier compensation reform does occur, carriers may raise local rates
potentially triggering the benchmark for eligible support more often

WUSF support is available to ILE Cs, CLECs and wireless providers. Carriers must be
designated as ETCs to receive state funding (issues on ETC annual reporting requirements are
now pending in commission docket 1-AC-198). Over the years, very few CLECs have
withdrawn support from the fund because, in order to qualify for support, they have to price
retail rates relatively high. This is not a likely scenario if they are in competition with ILE Cs

Currently, several revisions to the state high rate assistance credit program are pending
state commission action. The revisions include updates, clarifications and integration of new
technologies

Reference
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Wyoming

The Wyoming Public Service Commission has operated the Wyoming Universal Service
Fund (WUSF) since1997. The fund's primary support mechanism ensures that no Wyoming
customer pays a rate for basic voice service greater than 130% of the weighted statewide average
rate or "benchmark

WUSF was authorized by a law enacted in 1995. That act set price floors that required
each local exchange carrier to sell each service at a rate no lower than economic cost. The
legislative purpose was to promote competition throughout the state, although wireline
competition did not later develop extensively in Wyoming

To implement the 1995 act, the commission required all companies to file cost studies
The studies estimated the costs of providing business service and residential service, as well as
other LEC services, such as intraLATA toll and intrastate access. The studies were based on
Total Service Long Run Incremental Cost (TSLRIC) principles. TSLRIC studies used proxy
cost models. Qwest, which serves a large portion of the state, used its own cost model while
other ILE Cs used commercially available models

The new rates took effect in1999 and 2000, with the overall effect being lower access
rates"" and higher local rates, particularly in rural areas. A few carriers adopted a unitary local
rate for both business and residential customers. Qwest adopted three geographic rate zones
charging the highest local rate, $69.35 per month, in its most rural areas. One rural LEC set a
local rate at $88.47 per month

These high local rates provided the impetus for the WUSF to provide high cost support in
the form of explicit credits on customer bills. WUSF credits eliminate 100% of any excess local
rate above a fixed statewide benchmark. By statute, that benchmark is 130% of the weighted
statewide average local rate. In 2009, the benchmark was $32.57 per month for bot residential
and business customers. For example, a customer whose bill is $32.00 per month would receive
no credit. A customer with a bill of $33 would get a credit of $0.43. A customer with a bill of
$100 would get a credit of $67.43. The WUSF reimburses carriers for all such credits granted to
customers

Customers who purchase bundled service packages also receive credits, but the credits
are based on the rates paid by ILEC basic service customers. Similarly, the customers of a cable
company or wireless company could receive credits if their rates were high enough to

In 2007 the Wyoming legislature passed a new law that required further access
reductions



qua1ify.'°°.Currently, WUSF credits are provided and reimbursed only for the customers in ten
ILE Cs. Approximately 17% of Wyoming's 238,000 lines receive SF support

Wireless and competitive carriers (including cable voice customers) are theoretically
eligible to receive support, but none actually does. In some cases these carriers have rates that
are too low to generate credits. Others have decided not to participate in the WUSF program and
have not filed the necessary annual reports. In several cases, a carrier reduced its actual rates to
the benchmark and did not seek reimbursement. These carriers had so few lines exceeding the
benchmark that the administrative cost of modifying customer bills would have exceeded the
benefits

The Wyoming statute requires the benchmark to be set at 130% of the state average rate
for local service. The commission annually recalculates this benchmark The calculations
also include the cases of cable-voice customers. whose carriers do not sell basic service alone
The commission in these cases uses the ILEC rate in the same area to calculate the amount of the
credit awarded to a cable-voice customer

The WUSF operates on a fiscal year basis, using data reported after the end of the
preceding calendar year. Supported carriers can ask for a mid-year adjustment of support. For
example, if the FCC were to adopt a preemptive low rate for intrastate access, and if basic local
rates were increased as a result. the commission could also increase the customer credit levels in
mid-year. ILE Cs are generally losing lines in Wyoming, and this has generated some issues
about lags in measuring line counts

Wyoming carriers have an option to treat federal universal service support in either of
two ways. In one option, federal support is shown as an explicit customer credit. In this option
the customer bill shows federal support as an explicit credit. The WUSF credit amount is based
on the net amount, and the resulting WUSF credit becomes a second explicit credit on the bill
Qwest and one other carrier have chosen this option

The second option is to treat federal USF payments as company revenue. In this option
the federal support implicitly reduces the local rate, and the WUSF credit is the only credit
shown on the bill. Most Wyoming carriers use this option

Most Wyoming carriers have not increased their rates since 2003. In 2007, the Wyoming
legislature substantially changed the state's telecommunications law. The state commission lost
all authority to set local rates based on rate-of-return principles. The legislation also required
carriers to lower their intrastate access charges to $0.03 or less, and allowed them to make up
lost revenue by increasing rates for other charges, including basic local rates. As noted above

The crediting that case would be based on the [LEC rate in the same area

In calculating the statewide average rate, the commission includes data for customers
who purchase voice service from cable providers. These customers are assumed to pay rates
equal to the ILEC rates



the chief ratemaking policy in Wyoming since 1995 has been that no rate may be below cost. In
applying that rule, the state commission no longer uses TSLRIC principles to determine cost

Wyoming rural companies offer broadband to a higher percentage of customers than
Qwest. Rural LECs offer broadband to about 80 percent of their customers, and one rural LEC
serves 100%. Qwest offers broadband to only about 60 percent of its customers

WUSF funding is derived from a surcharge on intrastate telecommunications services
Cable-based VoIP providers also contribute to the fund, as do wireless providers. Wyoming
statute prohibits requiring contributions from nomadic VoIP providers. The WUSF raised $3.2
million in Fiscal Year 2008 with a surcharge rate of l .0%. The WUSF surcharge is passed
through and must be shown as a line item on customer bills

WUSF is scheduled for a legislative review in 2015. At that time, the state may address
the continued need for regulation of essential services and for continuation of the fund



CETC
Market
Share Lines

Monthly
Cost

Cost
per-line

per
month

USF
Support
per-line USF Support

Net Cost
per-line

Support I
Cost

n WP 1*
s ',i,1.,4Mt".

ax 4 .
n

45 J ¢£ 4 ?

*~¥ s@$84 1

..3 :§*~ #
' r\» ."

.. @ %*~fr M289W.. J',*. 4 . . . . ,
.

0% 10,000 300,000 30 $ 30 0%
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50% 5,000 240,000 48 18 $ 90,000 30 38%
70% 3,000 216.000 72 42 $ 126,000 30 58%
90% 1 ,000 192,000 192 162 $ 162,000 30 84%

0% N/A180,000 $ N/A
10% 1,000 192192,000 2 $ 2,000 190 1%
50% 5,000 48240.000 18 $ 90,000 30 38%
70% 7,000 38264,000 42 $ 294,000 (4) 111%
90% 9,000 32288,000 162 $ 1,458,000 (130) 506%

Appendix C - Illustration of Effects of Identical Support Rule

Cost Assumptions
1. ILEC cost for 10,000 customers is $300,000 per month
2. ILEC costs are 60% fixed. 40% variable with subscribers
3. CETC costs = 100% ofILEC cost
4. Support = 100% x (Cost per line per month - $30)



Appendix D Surcharges On All Retail Telecommunications Services

Most states that have high cost funds collect revenue by imposing surcharges on
intrastate retail telecommunications services. This rule tits comfortably within the traditional
scope of the rate supervision jurisdiction of state commissions. There are nevertheless several
advantages to a broader surcharge on all retail telecommunications revenues

A broader base generates more revenue and may make some programs more
effective. A narrow base requires a high rate for the same revenue. A state that
limits itself to a surcharge solely on intrastate telecommunications services may
not be able to generate sufficient revenue to address universal service issues
comprehensively, including the urban-to-rural support flow

A broader base imposes fewer market distortions. If the state's surcharge rate is
high and applies only to intrastate services, customers have an incentive to avoid
consuming intrastate services. To the extent that customers have a choice of
jurisdiction (such as when declaring the jurisdiction of special access circuits)
they have an incentive to declare for the jurisdiction with lower surcharges

An intrastate-only surcharge perpetuates distinctions that are becoming antiquated
in their original regulatory context. Traditionally the jurisdiction of a switched
call was determined by the call's endpoints. Federal statute has now made those
end points irrelevant for jurisdiction over wireless rates Similarly, many voice
calls now pass over the public Internet, which the FCC has declared an "interstate
information service." Finally, the Supreme Court has declared that traditional
regulatory distinctions do not apply to the pricing of unbundled network
elements

• The intrastate revenue base is declining. Many states reported to us that their
revenue bases are declining, in some cases by 5% per year One cause is FCC
preemption over some growing services such as DSL. In addition, the FCC has

States are wholly preempted from regulating rates for wireless calls, including
intrastate calls. 47 U.S.C. § 332(c)(3)(A)

AT&T Corp. v. Iowa Utilities Board, 525 U.S. 366, 119 s.ct. 721 (1999)

A few states reported no significant erosion of their intrastate revenue base, but these
states tend to have expanding populations. Nevada is an example



established a "safe harbor" percentage for VoIP services that allocates the
majority of VoIP revenues to the interstate jurisdiction

Similarity to taxes. State sales taxes on telecommunications services commonly
are applied to both intrastate and interstate services. Aligning USF surcharges
with state sales tax rules can simplify administration for carriers who collect the
payments and for customers who are confused by complex retail bills

Imposing a surcharge on interstate revenues creates legal risk. Several states that have
imposed such a surcharge have lost in court. The following sections discuss the nature and
extent of that legal risk

State taxes and the Commerce Clause

As sovereign powers, the states have broad authority to impose taxes and fees to fund
public programs. The Commerce Clause within the United States Constitution sets limits on
state taxes imposed on interstate commerce

State ability to tax interstate telecommunications services was upheld in the Supreme
Court in the 1989 case of Goldberg v. Sweet In 1984. Illinois enacted a 5% excise tax on the
gross charge for interstate and intrastate telecommunications originated or terminated in that
state.270 The tax applied only to calls that were charged to an Illinois service address, regardless
of where the monthly bill was sent to or paid from. Taxpayers and a telecommunications carrier
challenged the statute as violating the Commerce Clause

Over the years, the Supreme Court had decided many cases involving the Commerce
Clause and state taxes. The Court had noted a basic tension between the view that interstate
commerce enjoys a "free trade" immunity from state taxation and the view that businesses
engaged in interstate commerce may be required to pay their own way The Court had
developed a four-part test to evaluate such Commerce Clause challenges." In the Illinois case
the Court concluded that the tax satisfied that four-part test

The first prong of the constitutional test is whether the tax has a substantial nexus with
the state. For a telecommunications tax, the Court stated that only two states could satisfy that
test. The first was a State that taxed the origination or termination of an interstate telephone call

The interstate safe harbor for interconnected VoIP services is 64.9%. See
http://www. fee. gov/Forms,»'Form499-.4 99a- ?008. pd/'at 14

Goldberg v. Sweet, 488 U.S. 252 (1989)

See 35 Ill. Comp. Stat. § 630 (Telecommunications Excise Tax Act). The current rate
is 7%

Complete Auto Transit, Inc. v. Brady, 430 U.S. 274, 278-79 (1977)



charged to a service address within that State. The second was a State that taxed the origination
or termination of an interstate telephone callbilled to or paid from within that State.272 The
nexus issue was not disputed in the Illinois case because the tax was of the first type

The second prong of the constitutional test is whether the tax is "fairly apportioned
This requirement aims to ensure that each state's tax applies to only a "fair share" of an interstate
transaction. The court does not impose a single method of apportionment, a task that it considers
more appropriate for a legislature than a court. Instead, the court examines whether the tax is
internally and externally consistent

A tax is internally consistent if it is structured in such a way that no multiple taxation
would occur even if every state were to impose an identical tax. The Illinois tax met this test
because if every State taxed interstate phone calls charged to an in-state service address, only one
State would tax each interstate telephone call, the state with the service address

A tax is externally consistent if the State taxes only that portion of the revenues from the
interstate activity which reasonably reflects the in-state component of the activity being taxed
The Illinois tax applied the full charge to interstate calls with an Illinois service address, even
though such a call triggers simultaneous activity in several States. The Court upheld the Illinois
tax on the ground that, like sales taxes, this telecommunications tax reasonably reflected the way
that consumers purchased interstate telephone calls.275 The Court did note the possibility of
double taxation if a customer had a service address in Illinois and a billing address in another
state. However, it concluded that the Illinois statute was a "realistic legislative solution" to the

iculties of apportioning telephone mileage Moreover, Illinois allowed such customers to
seek a refund of taxes paid in other states and thus avoided any risk of "actual multiple taxation
The Court held the Illinois tax was fairly apportioned because its economic effect was like that of
a sales tax, the risk of multiple taxation was low and any multiple taxation problems could be
solved by the statutory credit provision

The third prong of the constitutional test is whether the tax discriminates against
interstate commerce. Such discrimination may be explicit or through its economic effect. For
example, a flat per-truck tax on trucks passing through a state can discriminate against interstate

Id at 263

Id. at 260

[of at 261

Id at 261-63. By contrast, a state through which a call passes but which has no other
contacts with a call probably would not satisfy the nexus requirement and could not tax the call

[cl at 265

Id at 264



truckers who might travel relatively few miles in the state." The Court upheld the Illinois
telecommunications tax. however. because the economic burden of the Illinois tax fell on Illinois
telecommunications consumers, whom the Court thought were "able to complain about and
change the tax through the Illinois political process." In addition, the Court held that in a
modern telecommunications network it is impossible to trace and record the exact path of the
signals. A more precise approach was impossible

The fourth and final prong of the constitutional test is whether the tax is fairly related to
services which the state provided to taxpayers. This test aims to ensure that a State's tax burden
is not placed upon persons who do not benefit from services provided by the State. Nevertheless
the Court was willing to look at a wide range of benefits provided to taxpayer, not just the
precise activity connected to interstate activity at issue. The Court concluded that the Illinois tax
complied with this test because the revenues helped pay for benefits to Illinois subscribers who
receive general government services, including fire and police protection

Overall, theGoldberg v. Sweet decision suggests that states have constitutional room to
support their universal service programs from surcharges structured to operate in the same
manner as the Illinois Excise Tax. To the extent that state considers this option, matching the
details of that Illinois law would be advisable. a matter discussed in more detail below

Universal service surcharges and TA96

When TA96 passed, several states already had universal service programs. For example
Vermont enacted a statute in 1994 that created a universal service fund based on a surcharge on
both intrastate and interstate telecommunications services

Section 254 of TA96 was the first codification of universal service in federal statutory
law. It stated goals for universal service and authorized federal programs and fund collections
It also authorized state universal service programs. Subsection :254(t) is shown below. For
better reference, numbers have been assigned to each sentence

(D State authority. (1) A State may adopt regulations not inconsistent with the
Commission's mies to preserve and advance universal service. (2) Every
telecommunications carrier that provides intrastate telecommunications services
shall contribute, on an equitable and nondiscriminatory basis, in a manner
determined by the State to the preservation and advancement of universal service
in that State. (3) A State may adopt regulations to provide for additional
definitions and standards to preserve and advance universal service within that
State only to the extent that such regulations adopt additional specific

American Trucking Associations, Inc. v. Scheiner, 483 U.S. 266 (1987)

Goldberg v. Sweet, 266

Id at 267



predictable, and sufficient mechanisms to support such definitions or standards
that do not rely on or burden Federal universal service support mechanisms

This statute is extraordinary in several respects. The basic problem is that Congress
never explained why subsection (t) was needed at all. If the purpose was to authorize state
universal service programs, states already had clear authority in 1996 to tax their citizens for
purposes of universal service. In 1989 the Supreme Court had even upheld the Illinois
Telecommunications Sales Tax, which provided general revenue for that state's government
Perhaps Congress was misinformed about the extent of state authority and the need to create
such authority. Perhaps Congress was really trying to limit such programs in the guise of
enabling them

Second, subsection 254(f) adopted vague restrictions on state funds that have been
difficult to interpret. One portion of 254(l) is clear: the part that identifies which providers must
contribute. Carriers may be made to contribute if they provide intrastate telecommunications
services Yet the statute says nothing explicitly regarding how much these carriers can be
required to contribute or the allowable bases upon which any surcharges may be imposed
Instead, the second sentence of (f) merely says that the contributions must be "equitable and
nondiscriminatory

The third sentence of (f) has additional restrictions. It is confusing both in its
terminology and its syntax. It states that any state "mechanism" must be "specific, predictable
and sufficient." It is not clear what Congress meant by a "mechanism," particularly as to
whether it means only fund distribution rules or also fund collection rules. Although the syntax
is unclear, the final clause of 254(t) seems to say that a state's mechanism for universal service
may not "rely on or burden" any federal mechanism. It does not explain what such a prohibited
reliance or burden might look like. More specifically, it does not say whether states are
prohibited from imposing surcharges on the same economic activities and services as federal
universal service programs

These ambiguities have led to litigation. The Fifth Circuit Court of Appeals has
repeatedly interpreted subsections 254(d) and (D in ways that constrain state universal service
program fund collection rules. The first case involved federal programs. Soon after TA96 was
enacted, the FCC issued a long interpretive order. The FCC claimed authority to calculate
contribution requirements for some universal service programs based on the total amount of a
carrier's telecommunications services revenues, rather than merely its interstate services. On
appeal, the Fifth Circuit reversed, holding that contributions required under subsection 254(d) of

47 U.S.C. § 254(D (sentence numbers added)

This sentence complements parallel language in subsection 254(d) authorizing the
FCC to collect contribution for its own universal service programs from "every
telecommunications carrier that provides interstate telecommunications services."
254(d) (emphasis added)

47 u.s.c. §



TA96 cannot include the carrier's intrastate revenues The effect was to limit the FCC's
revenue base for universal service to interstate telecommunications revenues

Phe relevant question for state commissions is the mirror question: is the revenue base
for state universal service programs limited to intrastate services? There have been three
relevant court decisions. two in federal courts and one in state court. The results conflict

Texas established a 3.6% universal service surcharge that applied only to carriers
providing intrastate services. Texas applied the surcharge to both intrastate and interstate
revenues. AT&T challenged the statute, and the case reached the Fifth Circuit. The court's
analysis hypothesized two carriers. If carrier A provided only interstate services in Texas, it
would not pay a state surcharge, but it would pay the FCC's universal service surcharge of
7.28% (at that time) on its interstate revenues. By contrast, if carrier B provided both interstate
and intrastate services in Texas, it would have to pay not only the federal 7.28% surcharge on
interstate revenue but also Texas's 3.6% surcharge for a total surcharge of l 1%. This higher
rate, the court concluded, was "discriminatory and inequitable" and therefore a violation of the
second sentence of subsection 254(f). In sum, the court held that since TA96 placed carrier A
beyond the taxable reach of the state, any state surcharge on B could not be based on interstate
revenues

In an earlier Oregon case, AT&T v. Eachus, a different federal court reached a similar
result, but for completely different reasons. Oregon had imposed a surcharge on intrastate and
interstate telecommunications services provided to an Oregon service address. The Oregon court
found that this charge "relied on" federal mechanisms, in violation of the third sentence of
254(f) The court explained

The ordinary meaning of "rely on" encompasses "depends on." Thus, where the
Comnlission's regulations 'depend on' the same interstate revenues utilized by the
federal universal service fund program, it improperly "relies on" federal universal
service support mechanisms

Texas Off. of Public Utility Counsel v. FCC, 183 F.3d 393 (1999)

The FCC did not ask the Supreme Court to review this decision. The decision is
binding on the FCC and other parties, probably binding on states within the Fifth Circuit and
persuasive elsewhere

AT&Tv. Public Utility Comm 'n (yflTexas, 373 F.3d 641 (2004). The court did not
reach other possible objections to the Texas surcharge, such as whether it would be rely on or
burden federal mechanisms, in violation of the third sentence of subsection 254(f)

AT&T Common. Inc. v. Eachus, 174 F.Supp. 1119 (D. Oregon, 2001)

Id atll24



The Oregon court also found that the Oregon surcharge improperly burdened the federal
collection mechanism that assesses assessed interstate revenue, also in violation of the third
sentence of 254(f). The court explained that because the Oregon surcharge relied "on interstate
revenues also assessed to contribute to the federal universal support fund, it burden[ed] federal
universal support mechanisms "288 Notably, the Oregon court also held that the Oregon
surcharge was not inequitable or discriminatory, thereby disagreeing with the conclusion later
reached by the Fifth Circuit

A third court decision reached the opposite result and sustained a surcharge imposed by
South Carolina on both interstate and intrastate telecommunications revenues. Competitive
providers and cable providers challenged the enactment on the ground that it burdened federal
universal service support mechanisms. The South Carolina Supreme Court upheld the
surcharge.'°" While the court did acknowledge that the state's surcharge on interstate service did
burden interstate carriers, the court drew a distinction between a burden on carriers and a burden
on federal support mechanisms, finding that they were "not necessarily synonymous
the South Carolina surcharge did impose on interstate carriers, the court found no imposition on
federal mechanisms

3 Conclusion

The safer legal course is clear. If a state wants to impose universal service surcharges
only on intrastate revenues with a nexus to that state, a legal challenge is unlikely

On the other hand, a state has numerous substantive reasons to take some legal risk
particularly since the applicable law remains unclear. Of the three courts that have reviewed the
matter, one sustained the state law and two invalidated the state law. There is no consensus
about the relevant legal standards, but there are constitutional and statutory reasons to be
optimistic, provided that the state takes suitable precautions

A state that decides to impose a surcharge on interstate retail telecommunications
revenues should take the following steps to minimize legal risk

Enact the surcharge in state legislation. This legislation can articulate the state's
intention to exercise its sovereign power to impose taxes. The legislation can
expressly disavow any intention of relying on authority delegated subsection
254(f) of the Communications Act. The legislation might also include findings
regarding why the state deems a surcharge on interstate services necessary to
generate sufficient universal service funding

Id at 1124-25

43/9368 ofRegz4!atory Stajfv. Public Service Comm 'n., 647 SE.2d 223 (S.C. 2007)

Id at 23 1



Consolidate the universal service surcharge with other state telecommunications
surcharges, sales taxes or excise taxes. This measure also demonstrates that the
state is exercising its sovereign taxing power and broadens the debate to cover
more than merely universal service as contemplated in section 254 of TA96. To
the extent that a state's surcharges aim to solve a range of telecommunications
problems broader than those recognized in 254(f), a court would be less inclined
to conclude that the vague restrictions in that subsection invalidate the state's
programs. For example, if a state were to use a single fund to finance high cost
funding, Lifeline, Relay and Enhanced 91 l, it would be more difficult for a
challenger to prove that such a fund is limited by subsection 254(t). To further
accentuate the distinction the state might avoid using the title "universal service
fund" and use a broader title not associated merely with high cost programs, such
as "communications access fund

Exempt carriers that engage only in interstate telecommunications services in the
state. This safeguard complies with the clear language of subsection 254(f)
should it be held applicable

Allow carriers that provide a De minims amount of intrastate services to receive a
waiver of the state surcharge or pay a reduced surcharge that is no larger than
their intrastate revenues

Apply the same surcharge rate for intrastate and interstate telecommunications
services. This avoids problems under the Commerce Claus and at least nominally
satisfies the equitable and nondiscriminatory requirement of 254(t)

Ensure that surcharges apply only to telecommunications services with a
sufficient nexus to the state. One safe course would be to limit the surcharge to
telecommunications services where

a. At least one participant is in the state (originating or terminating party for
a switched service or a channel termination for a point-to-point service), and

In a 1999 decision, the Fifth Circuit found that a satellite company, COMSAT
derived such a small portion of its revenues from interstate service that its federal universal
service payments would have exceeded its interstate revenues. The Fifth Circuit held that such
an arrangement was not equitable because it imposed prohibitive costs on COMSAT. See Texas
Ofc. of Pub1ic Utility Counsel v. FCC, 183 F.3d 393 (l999). [f a state's law made provision
reducing the risk that a very small amount of intrastate revenue could generate a large surcharge
that provision would reduce the risk that the state's surcharge might be held to violate subsection
254(D



b. The service is provided to a service address or billing address or place of
primary use in the state. For mobile telecommunications services, this test
should_be stated as whether the customer's place of primary use is in the
state

Allow taxpayers to claim refunds if they have paid similar universal service taxes
or surcharges in another state

See Pub. L. 106-252, Sec. 3 (codified at 4 U.S.C. § I 16-126). This 2000 federal law
called the "Mobile Telecommunications Sourcing Act," limits state authority impose taxes on
mobile telecommunications. The act does not nominally apply if the sole purpose of the state's
surcharge is universal service, see 4 U.S.C. § l l 6(b)(5), but it would apply if the state's
enactment included other purposes
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2 Q

INTRODUCTION

ARE YOU THE SAME DOUGLAS DUNCAN MEREDITH WHO PREVIOUSLY

SUBMITTED TESTIMONY IN THESE DOCKETS?

5 Q: WHAT ISSUES WOULD YOU LIKE TO ADDRESS IN YOUR BRIEF

REJOINDER TESTIMONY?

I would like to respond briefly to three issues raised by Qwest, AT&T, and Sprint. Please

note that my silence on other issues raised in reply testimony does not mean that I agree

with any position taken on those issues. Rather, I believe the record is sufficiently clear

for the Commission to judge those issues without additional rejoinder testimony

Q: QWEST HAS SUGGESTED THAT ALECA'S HIGH-COST LOOP PROPOSAL

WOULD LEAD TO DOUBLE RECOVERY OF LOOP COSTS:' IS THIS

ALECA'S INTENT?

No. The ALECA proposal was designed to provide additional support for unreimbursed

loop costs exceeding the 115 percent national average. See proposed Rule R14-2

1202(A). Under the proposed rule, only unreimbursed costs in excess of 115 percent of

the national average cost per loop are eligible for consideration

After reading Mr. Copeland's testimony, I do agree that a clarification should be made in

the rule to explicitly state that a percentage of costs in excess of l 15 percent of the

national average are reimbursed through the programs in the interstate jurisdiction

Therefore, I recommend the rule explicitly include the statement: "Such amount shall

account for the allocation of loop costs assigned to and recovered or reimbursed in the

interstate jurisdiction

Copeland Reply Testimony at 8-9
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This addition to the proposed rule would prevent double recovery of costs in excess of

the 115 percent threshold

3 Q: AT&T SUGGESTS THAT MOVING TO INTERSTATE RATES WOULD BE

EASIER RATHER THAN USING QWEST'S RATE AS A COMPOSITE

TARGET:' DO YOU AGREE?

No. The mirroring process proposed by AT&T would not be easier because the rate

elements and rate structure used in the interstate jurisdiction differ from the rate elements

and rate structure used in the state jurisdiction. The ALECA proposal recognizes these

differences and recommends a Qwest-based composite target of $0.022 per minute of use

for state switched access service. Under this proposal, each ALECA member would

reduce its current state access tariff rates to reach this composite per-minute-of-use target

This is a very sound and conservative first step that does not require a change of the

structure of each ALECA state access tariff. I also note that the proposed rule R14-2

l 202(A) (F) contemplates future access reductions as determined by the Commission

Thus, I continue to recommend the Commission take the recommended first step in state

access reduction and use the Qwest composite target rate

17 Q WHAT DO YOU THINK OF SPRINT'S SUGGESTION THAT NON

REGULATED REVENUES SHOULD BE USED TO OFFSET REGULATED

REVENUES LOST DUE TO STATE ACCESS REFORM?

I recommend the Commission reject this suggestion. The fact that ALECA members

provide bundles that include non-regulated services is not relevant in this proceeding

Cross-subsidization of services is a violation of ACC rule R14-2-1109 (C). The ALECA

companies comply with FCC Part 64 that ensures the proper assignment of cost between

Aron Reply Testimony at 62-63
Appleby Reply Testimony at l7:l-5
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regulated and non-regulated activities. Non-regulated operations should not be used to

subsidize regulated operations, just as regulated operations should not subsidize non

regulated operations

Aside from the fact that cross-subsidization is a violation of ACC rules, many of the

bundled services offered by ALECA members may include products that are "break

even" with regard to profitability. Sprint points out revenue opportunities for some

ALECA members far exceed their basic local voice revenue streams: however, the costs

of these opportunities are not considered in Sprint's analysis. I recommend the

Commission reject this proposal

10 Q DOES THIS END YOUR PRE-FILED REJOINDER TESTIMONY?
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INTRODUCTION

2 Q. PLEASE STATE YOUR NAME AND BUSINESS ADDRESS

My name is Douglas Denney. I work at 1201 NE Lloyd Boulevard, Suite 500

Portland, Oregon

5 Q. BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY?

I am Integra Telecom's Director of Costs and Policy. My responsibilities include

negotiating interconnection agreements, monitoring, reviewing and analyzing the

wholesale costs that Integra Telecom and i ts  aff i l iates ,  including Eschelon

Telecom of Arizona. Inc.. Mountain Telecommunications, Inc., and Electric

Lightwave, LLc,' pay to camlets such as Qwest, AT&T and Verizon. In addition

I have been involved in pol icy i ssues surrounding interstate and intrastate

switched access, including filing comments with the FCC regarding its review of

intercanier compensation

14 Q- ON WHOSE BEHALF ARE YOU TESTIFYING?

I am testifying on behalf of Integra, McLeodUSA Telecommunications Services

Inc. d/b/a PAETEC Business Services, tw Telecom of Arizona lac and XO

I will generally refer to the separate Integra Telecom entities in Arizona as Integra

Comments of Integra Telecom, Inc., In the Matter of High-Cost Universal Service Support
Federal-State Joint Board on Universal Service, Lifeline and Link Up, Universal Service
Contribution Methodology,  Implementation of the Local  Competi t ion Provisions in the
Telecommunications Act of 1996, Developing a Unified Intercarrier Compensation Regime
Intercarrier Compensation for ISP-Boand Traffic, IP-Enabled Services, and Number Resource
Optimization, Docket Nos. WC 05-337, CC 96-45, WC 03-109, WC 06-122, CC 96-98, CC 01
92,  CC 99-68,  MG 04-36,  and CC 99-200 ("FCC Intercarr ier  Compensat ion Docket")
November 26. 2008

Page 1
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Communications Services, Inc. (collectively, "Joint Competitive Local Exchange

Carriers" or "Joint CLECs")

3 Q PLEASE DESCRIBE YOUR EDUCATION AND PROFESSIONAL

BACKGROUND

I received a B.S. degree in Business Management from Phillips University in

1988. I spent three years doing graduate work at the University of Arizona in

Economics, and then I transferred to Oregon State University, where I completed

all the requirements for a Ph.D. except my dissertation. My field of study was

Industrial Organization, and I focused on cost models and the measurement of

market power. I taught a variety of economics courses at the University of

Arizona and Oregon State University. I was hired by AT&T in December 1996

and spent most of my time with AT&T analyzing cost models, including the cost

of switched access. While at AT&T I worked in the access cost management

organization in the western region (the region that includes Arizona and thirteen

other Qwest's states). The primary focus of this organization was to achieve

access rate reductions across the states in the Qwest region. In December 2004, I

was hired by Eschelon Telecom, Inc., which was subsequently purchased by

Integra Telecom, where I am presently employed

I have participated in more than 40 proceedings in the 14-state Qwest region. I

testified, for example, as a witness in a recent arbitration proceeding to determine

the terms of the contract, known as an interconnection agreement ("ICA")

Page 2
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between Qwest and Eschelon in Arizona Docket Nos. T-03406A-06-0572 and T

01051B-06-0572,§ as well as the Qwest-Eschelon ICA arbitration proceedings in

Colorado, Minnesota, Oregon, Utah, and Washington. I participated in the

underlying ICA negotiations, as well as the arbitrations. I have also testified

about issues relating to wholesale service quality (including Performance

Indicator Definitions and Performance Assurance Plans) and the wholesale cost of

local service (including universal service funding, unbundled network element

("UNE") pricing, geographic deaveraging of UNE prices, and competitive local

exchange carrier ("CLEC") access rates)

10 Q- HAVE YOU PREVIOUSLY TESTIFIED IN ARIZONA?

Yes. When with AT&T, I testified in multiple phases of docket T-00000A-00

0194: I testified on geographic deaveraging in Phase I. In Phase II, I supported

the HAI Model, which this Commission adopted to set many of the recurring

UNE rates in place today. In Phase VIa, I testified about the switching costs

included in the HAI Model. I also filed testimony in docket T-00000A-03-0369

the original Triennial Review Order ("TRO") docket, which was stopped after the

D.C. Circuit Court remanded parts of the TRO to the FCC. Since I have been

with Eschelon, I presented oral comments in docket T-00000I-04-0749 regarding

the current state of competition. Most recently, besides the Eschelon-Qwest

In the Matter of the Petition of Eschelon Telecom of Arizona, Inc., for Arbitration with Qwest
Corp., Pursuant to 47 USC. Section 252 of the Federal Telecomrnunieations Act of 1996
Docket Nos. T-03406A-06-0572 and T-01051B-060572 ("Qwest-Eschelon Arizona
Arbitration")

Page 3
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arbitrations mentioned previously, I filed testimony in docket T-03632A-06-0091

on behalf of a number of CLECs addressing key UNE issues arising from the

Triennial Review Remand Order, including a review of Qwest's list of Arizona

non-impaired wire centers. I also presented oral comments on behalf of Integra at

the intrastate access cost workshop associated with this docket, which was held on

June 19. 2009

7 Q. HOW IS YOUR TESTIMONY ORGANIZED?

My testimony is organized by issue number as contained in the September 29

2009 Procedural Order

10 Q DO YOU HAVE ANY GENERAL OBSERVATIONS ABOUT THIS

PROCEEDING?

Yes, I have two observations. First, the Commission should carefully scrutinize

the motivations behind the various party recommendations in this docket as the

decisions made here can radically alter the industry landscape. For example

Rural ILE Cs. faced with a continued reduction of access lines and access minutes

are glad to replace a falling revenue stream for a more "reliable" source such as a

Universal Service Fund ("USF"), much of which would be funded by end users of

other local exchange carriers. IXCs such as AT&T and Verizon are simply

attempting to reduce the dollars they pay to carriers in Arizona, reducing the cost

of their long distance services. With the merger of the largest ILE Cs with the

Procedural Order,September 29, 2009, pp. 4-5

Page 4
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largest Interexchange Carriers ("IXCs") (i.e. AT&T and Verizon), the disparate

voices on switched access rates have timed into a chorus for "reform" that is

primarily an attempt by the largest payers of access to reduce their expenses to the

detriment of Arizona's local exchange companies ("LECs" - both ILE Cs and

CLECs) and their end-user customers in Arizona. The large IXCs propose to

virtually eliminate what they pay today to carriers serving Arizona end-users

without any promise of benefit to the Arizona end-users. If the proposals of large

IXCs are adopted, their cost reductions will come at the expense of Arizona end

users. CLECs simply request that the Commission refrain from radical change

that would force CLECs to alter business plans that they have been implementing

over the past ten plus years. CLECs operate in a competitive market that has

already been excessively turbulent due to regulatory change, crisis of financial

markets and continuous litigation, but CLECs, unlike ILE Cs, have no prospect of

a safe harbor in USF funding

Second, the Commission should bring a historical perspective to its analysis of the

issues in this docket. The Commission should be cautious of taldng the radical

step of price regulating CLECs - small players in the market whose existence is

due to the pro-competitive provisions of the Telecommunications Act of 1996. A

decision to price regulate CLECs would be exceedingly ironic given that the

policies that gave birth to CLECs were intended to reduce price regulation

Further, price regulating CLECs would also run counter to (1) the continuing

deregulation of the incumbent local exchange can°iers ("ILE Cs") in both retail and

Page 5
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wholesale markets, (2) the Regional Bell Operating Companies ("RBocs") entry

into long distance markets, (3) the lightly regulated megamergers of the largest

RBOCs with the largest IXCs, and (4) the emergence of intermodal competition

between landline, cable and wireless companies

5 Q- PLEASE SUMMARIZE YOUR TESTIMONY

This Commission faces a number of decisions regarding potential changes to

intrastate switched access rates. Overlying each of these decisions should be a

clear understanding of the impact of these decisions on end-user customers in

Arizona, as well the winners and losers created by each determination

First and foremost. the Commission must decide which carriers will fall under

mandated changes to intrastate switched access rates.° There is universal

agreement and a strong desire among the rural carriers that rural carrier access

rates be addressed. Disparate opinions emerge regarding the question as to

whether Qwest or CLEC intrastate switched access rates should also be reviewed

at this time. The Joint CLECs, who pale in size," and thus resources, when

compared with the large IXCs and ILE Cs (AT&T, Verizon and Qwest) prefer that

this debate not take place in multiple venues simultaneously. The FCC is intent

Because this proceeding is to address intrastate switched access rates, for the purpose of this
testimony I will generally refer to these rates as access rates (or access charges) for simplicity
The term "access rates" generally refers to a wide range of rates in addition to intrastate switched
access. In cases when I am discussing interstate switched access rates or special access (private
line) rates, I will attempt to make the distinction clear

See table 3 for a comparison of the annual revenues of the Joint CLECs with the annual revenues
of AT&T, Verizon and Qwest

Page 6
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on addressing intercarrier compensation,/ including potentially intrastate switched

access as the large IXCs (AT&T and Verizon) have made significant headway in

convincing the FCC to take jurisdiction away from the states. While the large

IXCs can afford to press their eoncems in every forum available to them in order

to achieve additional earnings for their shareholders (through access reduction)

the Joint CLECs prefer not to spend scarce financial resources on multiple and

potentially duplicative access proceedings. The cost of a proceeding to review

access charges and implement possible changes would likely far exceed the

benefit of doing so. In fact, CLECs will bear costs grossly disproportionate to

their revenues compared to other parties widlout any prospect of a benefit. From

the perspective of Arizona's end-user customers, the regulatory apparatus

intended to protect them, will be misused in a shell game that transfers resources

from small LECs and Arizona end users to the large IXCs. There is no pressing

need to take any action on CLEC access charges at this time and every reason not

Second. once the Commission decides what classes of carriers will be involved in

changes to access rates, it must decide on the targeted levels (benchmarks) for

new access rates. The decision essentially boils down to whether the Commission

will implement access rate reductions based on (a) a cannier's cost or (b) an

arbitrary rate such as interstate switched access rates or Qwest's intrastate

Intercarrier compensation would potentially address all forms of payments between carriers for
the exchange of traffic, including reciprocal compensation, interstate switched access and
intrastate switched access

Page 7
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switched access rates. Both interstate switched access rates and Qwest intrastate

switched access rates are arbitrary targets for CLECs because neither was

established based on any carrier's cost, much less any CLEC's cost. Instead

these rates were the result of deals reached between selected carriers, to their own

benefit, without regard to cost, let alone carrier-specific costs. Applying rates

developed for the benefit of one specific group of carrier's (such as large ILE Cs)

to another group of can*iers, such as CLECs, that typically were neither involved

in the development of those rates, nor could foresee that years later results of

these negotiations would potentially be forced onto them, is arbitrary and

fundamentally unfair. Joint CLECs believe that cost is the only fair benchmark

Yet. if this Commission does decide to mandate CLEC access rate reductions with

a target other than cost, then the Commission should establish a benchmark rate

equal to Qwest's intrastate switched access rates from the 1999 time period. This

is the time period when most CLECs were entering the competitive market and

was before Qwest entered into negotiated, revenue neutral, access reductions for

its own benefit as a result of the price cap proceedings

Third, once the set of carriers to which reductions access rates will apply is

established and a target rate is selected, the Commission must determine the

transition process from current access rates to the target rates. AT&T proposes

This recommendation is consistent with position of this Commission, which stated, "The
Arizona Commission does not support the adoption of a one-size-fits-all approach with respect
to the establishment of reciprocal compensation rates. The rates established by the state
commission should reflect the costs of providing the service for the particular carriers involved
Reply Comments of the Arizona Corporation Commission, FCC Intercarrier Compensation
Docket, December 22, 2008, p. 15

Page 8
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the maximum disruption to Arizona end-users and the LECs serving them by

proposing immediate changes, a flash-cut, of intrastate access rates to the target

established by the Commission. Arizona Local Exchange Carriers Association

("ALECA"), Verizon and Qwest propose a carrier specific transition, but a time

frame that is still fairly disruptive, which is no longer than three years. The Joint

CLECs propose a more gradual and predictable approach that extends over a

number of years. An extended transition period is necessary to minimize impacts

on both carriers and their end-user customers and allow carriers the time to alter

business plans. The task of altering business plans would be more difficult for

CLECs than many rural ILE Cs: CLECs, by definition, operate in retail markets

that are competitive. As a result, CLECs have limited ability to individually

increase rates to their end users - in other words they are essentially price-takers

in the market. In addition, many CLECs have term agreements with virtually all

of their end-user customers that limit the CLECs ability to make rate changes, to

the extent they actually had the ability to change these rates. Finally, CLECs may

also have tern commitment contracts with dieir wholesale long distance providers

(service that CLECs package with their own local service and resell to end users)

To accommodate the specifics of CLECs business, CLECs propose that if they are

mandated to reduce access rates, the Commission implement the first phase of

mandated changes no earlier than three years after a decision is made in this

docket and then phase in additional changes over a number of years. This will

provide the CLECs the ability to fully adjust business plans and contracts and
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attempt to mitigate the damage that will be done by reducing CLEC revenue from

switched access charges

Fourth, as part of the transition procedure, the Commission needs to determine

whether it will provide carriers with an alternate revenue source to offset changes

in intrastate switched access. ALECA, AT&T, Verizon and Qwest all propose

that reductions in intrastate switched access revenues be recovered from increases

to end-user rates and the Arizona Universal Service Fund ("AUSF").' These

proposals are focused on revenue recovery for rural ILE Cs. As mentioned

previously, CLECs have limited ability to increase rates, unless rate increases are

mandated for all CLEC competitors (including Me ILE Cs) - a mandate which

would be questionable in a competitive market. Further, CLECs will be unlikely

to draw from an access revenue recovery fund, such as a USF, based on

limitations typically put in place before a carrier is allowed access to the fund

Finally, it does not make economic or public policy sense to move a revenue

source that can be competed away into a revenue recovery mechanism that will

likely never be reduced

Fifth, if a state universal service fund is going to be used to fund changes in

switched access revenues for at least some carriers, the Commission must decide

the source of the money for the fund. Most coniers propose that funding for the

Qwest proposes before a canter is eligible to draw money from the AUSF it should "first be
required to make a showing, either through a R14-2-103 filing, or through a simplified earnings
review, that their earnings do not exceed the authorized rate of return." Qwest Corporation 's
Reply Regarding Matrix Issues and Procedural Recommendations, October 7, 2008, p. 2. The
Joint CLECs support this proposal
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AUSF be based on intrastate revenues. Qwest clarifies that funding "should come

from all sectors of the industry, i.e. ILEC, CLEC, Cable, Wireless and VOIP

providers It should be noted that IXCs pay intrastate switched access today

in order to originate and terminate calls made by INC customers. Creating a fund

based on all carriers' intrastate revenues has the effect of requiring all carriers in

the state to subsidize IXCs' customers. In other words, where previously IXCs

such as AT&T and Verizon paid rural carr iers when AT&T and Verizon's

Arizona customers made calls to rural areas, they now propose that CLECs

Arizona end users contribute a share to a fund for the benefit of AT&T's and

Verizon's Arizona customers to originate and terminate long distance calls in

rural areas. The Joint CLECs find this problematic unless there is a clear showing

that the AUSF is for the purpose of universal service (rather than a pure benefit of

IXCs), and carriers drawing from the fund have demonstrated need as proposed

by Qwest. AT&T and Verizon propose mirroring whatever mechanism is used by

the FCC to fund the federal USF. This is not surprising since AT&T's and

Verizon's federal advocacy is to move USF contributions to a numbers based

Qwest CorporationS Reply Regarding Matrix Issues and Procedural Recommendations
October 7, 2008, p. 4
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system." Because INC operations in a state tend to eclipse the INC's CLEC

operations, the proposal to shift to a numbers based contribution mechanism for

USF would provide additional cost savings for IXCs at the further expense of

Arizona end user customers

Finally, if this proceeding is to address CLECs' access rates, then the Joint

CLECs recommend the Commission also establish default rates to be paid to

LECs by wireless carriers for termination of intrastate, intraMTA" calls. The

FCC recently clarified that states should establish these rates. Because AT&T has

expressed concern about different terminating rates, "distorting competition in the

telecommunications marketplace the Joint CLECs recommend the

Commission establish the wireless intrastate, intraMTA rate terminating to

CLECs identical to the rate established for terminating intrastate switched access

(just as interstate, interdaTA rates are identical to CLECs interstate switched

access rates)

15 Q- WHAT ARE THE JOINT CLEC PROPOSALS TO THIS COMMISSION?

A numbers based contribution mechanism would fund the AUSF based on assigned telephone
numbers in the state of Arizona. A revenue based contribution mechanism would fund the
AUSF based on intrastate revenues. The difference of the two proposals will be based on the
relative number of assigned telephone numbers compared with the relative amount of intrastate
revenues for each carrier. An advantage of the numbers based contribution mechanism is that it
is easier to collect funding from VOIP and wireless providers whose revenue may be difficult to
jurisdictionally classify. A disadvantage of a numbers based system as that providers of
telecommunications services that have few, or no, assigned numbers (e.g. long-distance service)
would not contribute to the fund

IntraMTA calls are calls within a single Major Trading Area ("MTA") - an area that defines
local calling" market of wireless carriers

AT&T's Issues Matrix and Procedural Recommendations, October 7, 2008, p. 2
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The Joint CLEC recommendations are summarized below

(1) The Commission should first address rural ILEC access rates before

addressing CLEC access rates

(2) Any target access rate other than cost is arbitrary. To the extent the

Commission elects to implement an arbitrary benchmark for CLECs, then Joint

CLECs recommend the 1999 Qwest access rates be used

(3) A transition period should include ample time for a carrier to adjust its

business plans. If CLEC access rates are to be reduced, then the Joint CLECs

recommend a 3 year period before reductions are implemented so that the CLECs

can adjust their business plans and term contracts appropriately. After the three

year period, the Joint CLECs recommend rate reductions be phased in gradually

over a five to seven year period

(4) While the Joint CLECs support the concept of universal service, the Joint

CLECs are concerned about creation of an access revenue recovery fund. If the

AUSF is to be expanded, then the Joint CLECs support the recommendations

outlined by Qwest, which provide that funds should only be distributed based

upon a demonstration of need and that contributions should come from every

provider of telecommunications services

(5) To the extent CLEC access rates are to be addressed in this proceeding, the

Joint CLECs recommend that the Commission also establish the rate for
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intraLATA, intraMTA calls terminated by wireless providers to LECs. The rate

established by the Commission should equal the intrastate access rate the

Commission applies to each CLEC

ISSUES POSED BY THE PROCEDURAL ORDER

7 Issue 1. What carriers should be covered by access reform?

9 This Proceeding Should First Focus on Rural LEC Access Rates

11 Q AMONG THE MULTIPLE PARTY COMMENTS, IS THERE ONE AREA

OF CLEAR AGREEMENT?

Yes. All coniers agree, or at least do not oppose, the Commission reviewing and

undertaking access reform for the rural ILE Cs in Arizona. For the purposes of

this proceeding carriers in Arizona can be grouped into three groups, non-rural

ILE Cs (i.e. Qwest), rural ILE Cs, and CLECs. Both AT&T and Verizon propose

that all carriers be subject to this proceeding." Qwest and Staff argue that

Qwest's access rates should be excluded from this proceeding. ALECA argues
IJ

that the docket should focus on "preserving and promoting the widespread

See AT&T's Issues Matrix and Procedural Recommendations, October 7, 2008, p. 3 and
Verizon 's List oflssues, October 7, 2008, p. 2

See Qwest Corporation's Reply Regarding Matrix Issues and Procedural Recommendations
October 7, 2008, p. 1 and Staj7Response, April 8, 2009

Page 14



ACC Docket Nos. RT-00000H-97-0137 and T-00000D-00-0672
Direct Testimony of Douglas Denney

On behalf of Joint CLECs
December L 2009

availability and affordability of basic local exchange service in rural Arizona 16

ALECA adds that it does not oppose the inclusion of CLEC access charges

provided doing so does not distract from the primary focus. The Joint CLECs
sol/

generally argue that while an investigation of switched access rates in Arizona is

premature given discussions that are underway at the FCC, if the Commission is

to proceed, it should focus first are rural ILE Cs

Given that the Commission is proceeding with this docket, it is clear that one area

of agreement among all the parties is that rural ILEC access rates should be

reviewed

11 The Commission Should Wait Until the FCC Acts on Intercarrier Compensation

13 Q DOES THE FCC REALLY PLAN TO ADDRESS INTERCARRIER

COMPENSATION?

Yes. Just recently the FCC issued a public notice regarding intercarrier

compensation and the National Broadband Plan The FCC requested

information regarding "how the current intercarrier compensation system either

Issues Matrix Arizona Local Exchange Carriers Association, October 7, 2008, p. 1

Issues Matrix Arizona Local Exchange Carriers Association, October 7,2008, p. 1

See Integra Telecom 's Statement of lssues, October 7, 2008, p. 2, McLeodUSA 's Statement on
Issues, October 7, 2008, p. 2, and Procedural Recommendations, filed on behalf of tw Telecom
and XO, October 7, 2008, pp. 2-3

Comment Sought on the Role of the Universal Service Fund and Intercarrier Compensation in
the National Eroadband Plan, GN Docket Nos. 09-47, 09-51, 09-137, DA 09-2419, Released
November 13. 2009
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supports or inhibits broadband deployment, rather than eon elusory assertions

that in terearrier compensation should be reformed."'" Among the information

sought by the FCC were minutes and payments for intercarrier compensation over

the past three to five years, intercarrier compensation as a percent of total

expenses, intercarrier compensation subject to jurisdictional dispute, costs that

could be avoided ifjurisdictional disputes were eliminated, total minutes of transit

traffic, and the impact of intercarrier compensation reform on transit voice and

data rates Initial comments are due on December 7, 2009

9 Q WHY IS FEDERAL INTERCARRIER COMPENSATION REFORM

TAKING so LONG?

I suspect that a resolution on intercanier compensation is taking so long precisely

because these are complicated issues, involving a multitude of different carriers

each with its own customer and business interest. The attempt to find a unified

solution to all intercarrier compensation issues has likely slowed down the pace of

reform. Both the FCC and the Arizona Commission may be best served by

dealing first with areas of consensus, such as rural ILEC access rates, rather than

attempting to fit the multitude of LECs through the proverbial square hole

Id., p. 5 (emphasis added)
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1 Q IS AT&T'S POSITION THAT THE STATE NEEDS TO ACT QUICKLY

TO UNDERTAKE INTRASTATE ACCESS REFORM CONSISTENT

WITH ITS ADVOCACY BEFORE THE FCC?

No. While AT&T calls on the Arizona Commission to take urgent action on

intrastate switched access rates," AT&T is asking the FCC to take jurisdiction

over the intrastate switched access and reciprocal compensation rates away from

the states. AT&T argues, "It would have been especially perverse for Congress to

have authorized the [FCC] to reform intercarrier compensation rules related to

local' and 'interstate' traffic but not the rules applicable to the one class of traffic

intrastate access -- that is subject to the highest above-cost charges... If the

Commission lacked authority to establish a national solution for this national

problem, the problem would never get lived."'" In other words, while AT&T and

. 25 . . . . . . . .
Verlzon ask this Commlsslon and comers in Arizona to invest the tlme and

resources in addressing intrastate switched access rates, it asks the FCC to take

jurisdiction over intrastate switched access rates away from this Commission

While the Joint CLECs believe that this Commission does have jurisdiction over

intrastate switched access rates," carriers such as AT&T should not be able to

force unwilling carriers to participate in resource intensive and potentially

See AT&T's Issues Matrix and ProceduralRecommendations, October 7, 2008, p. 2

Reply Comments fAT&TInc., FCC Intercarrier Compensation Docket, December 22, 2008, pp
8 and 9

Verizon has also requested that the FCC take jurisdiction of intrastate switched access from state
commissions. FCC Intercarrier Compensation Docket,November 26, 2008, p. 9

This position is consistent with the concerns expressed by this Commission. See Reply
Comments of the Arizona Corporation Commission, FCC Intercanier Compensation Docket
December 22, 2008, p. 2

Page 17



ACC Docket Nos. RT-00000H-97-0137 and T-00000D-00-0672
Direct Testimony of Douglas Denney

On behalf of Joint CLECs
December 1. 2009

meaningless proceedings, while AT&T argues for the FCC to remove jurisdiction

from the states

3 Access Rates of Joint CLECs are Reasonable

5 Q BESIDES PENDING FCC ACTION. WHY DO THE JOINT CLECS

ARGUE THAT THE COMMISSION NEED NOT TAKE ACTION WITH

RESPECT TO CLEC ACCESS AT THIS TIME?

There has been no evidence presented that CLEC access rates are in need of

review or change. The simple fact that AT&T and Verizon desire increased

profitability at the expense of CLECs is not justification for a change in CLEC

access rates. No poNy has demonstra ted tha t  CLEC ra tes  a re unjust  or

unreasonable. In fact, one probable reason AT&T and Verizon do not make this

claim is that their intrastate switched access rates are virtually identical to CLEC

rates. The table below compares the intrastate switched access rates for AT&T

and Verizon with the rates for the Joint CLECs

These rates exclude tandem switching, but include 10 miles of tandem transport, as well as local
switching and other per minute charges
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Table 1: Originating and Terminating Access Rate Comparison

Current tariffs can be found on the ACC web site: http//vwvvlrazcc.gov/Divisions/Utilities/TarifWutil
tarrifs-telecom.asp. Qwest's historical access rates are based on Docket No. T-010518-99-0105
(1999 Price Cap Docket, Testimony of Barb are M VWicox on behalf of Qwest, January 8, 1999
Exhib if BMG-5

As shown in Table 1 above, "JCLECs" (i.e. Joint CLECs) current rates are similar

to access rates of AT&T and Verizon in Arizona. The most likely reason that

these rates are similar across the various carriers is that these rates were originally

set to be similar to the intrastate switched access rates of the incumbent LEC
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Qwest, prior to the two most recent price cap cases. The time period preceding

Qwest's price cap cases corresponds with the time when CLECs were establishing

business plans and entering the local telecommunications market

As shown in table 1, Qwest's intrastate switched access rates in 1999, prior to the

first price cap reductions, were $0.02803 per originating minute and 380.04223 per

terminating minute." With the inclusion of tandem switching, Qwest rates were

$0.03478 per originating minute and $0.04898 per terminating minute

8 Q WHY DIDN'T CLECS REDUCE THEIR ACCESS RATES WHEN QWEST

REDUCED ITS ACCESS RATES AS A RESULT OF ITS PRICE CAP

DOCKETS?

There was no reason. or benefit, for CLECs to reduce access rates as a result of

Qwest's price cap dockets. During the 1999 Price Cap Docket Qwest and staff

entered into a settlement agreement, which was approved by the Commission with

modifications." As part of this settlement agreement Qwest agreed to intrastate

switched access rate reductions of $15 million spread over a three year period

Qwest was able to make revenue neutral rate increases to offset these

These rates were calculated in the same manner as the rates in table 1. The individual rate
components were taken from the Testimony of Barbara M. Wilcox, Exhibit BMW-5, In the
Matter of the Application of U S WEST Communications, Inc. for a Hearing to Determine the
Earnings of the Company for Ratemaking Purposes, to fix a Just and Reasonable Rate of Return
thereon and to Approve Rate Schedules, Docket No. T-01051B-99-0105 ("1999 Price Cap
Docket"), January 8, 1999, Exhibit BMG-5. According to AT&T and Qwest witnesses, Qwest
average intrastate switched access rate in Arizona was $.0045 per minute See Testimony of
Arleen M Starr on BehalfofAT&T,1999 Price Cap Docket,November13, 2000, p. 2, citing to
Testimony of Barbara M. Wilcox on behalf of Qwest

Opinion and Order,1999 Price Cap Docket, Decision No. 63487, March 30, 2001, p. 26
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reductions." CLEC access rates were not part of this agreement. Nowhere in

Qwest's 1999 Price Cap docket were CLEC access rates discussed and there was

no notice to CLECs that their rates might be subject to reductions as a result of a

settlement agreement entered into by Qwest, for its own benefit

Likewise, during the 2003 Price Cap Docket," l Qwest entered into a settlement

agreement with staff, DOD, MCI, T A, AUIA, XO and Cox." This agreement

called for $12 million in intrastate switched access rate reductions and allowed

Qwest to make revenue neutral rate increases." While some CLECs were a party

to this agreement, there is no discussion in the docket dirt these intrastate

switched access rate reductions would be applied to CLECs and there was no

general notice to CLECs that their rates might be reduced as a result of the 2003

Price Cap Docket

It would be inappropriate to apply the results of these dockets, or expect CLECs

to follow settled results of these dockets when the CLECs were not noticed that

the rate changes could extend to them and thus, could not effectively participate

and represent their interest in the docket and subsequent settlement discussions

Opinion and Order, 1999 Price Cap Docket, Decision No. 63487, Mareh 30, 2001, Exhibit A
Settlement Agreement, p. 3

In the Matter of Qwest Corporation's Filing of Renewed Price Regulation Plan, Docket No. T
01051B-03-0454 ("2003 Price Cap Docket")

Opinion and Order, 2003 Price Cap Docket, Decision No. 68604, August 23, 2005, p.5

Opinion and Order, 2003 Price Cap Docket, Decision No. 68604, August 23, 2005, p.7
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1

2

The Commission Should Also Establish the Terminating Rate for Intrastate
IntraMTA Wireless Calls

4 Q IF THE coMmlsslon IS GOING TO EXPAND THE SCOPE OF THIS

PROCEEDING BEYOND INTRASTATE SWITCHED ACCESS RATES

FOR RURAL CARRIERS.. WHAT OTHER INTERCARRIER

COMPENSATION ISSUES SHOULD THE COMMISSION CONSIDER?

If the Commission expands the scope of this docket, it should also establish the

rates that wireless carriers pay to LECs to terminate intrastate, intraMTA traffic

10 The FCC recently clarified that states should establish these rates following a

complaint of a California CLEC, North County Communications Corp. ("North

County") against a wireless GaMer for failing to pay for terminating traffic

originated on the wireless carrier's network and failing to negotiate in good faith

an interconnection agreement for the exchange of traffic. The complaint, in part

asked the Commission to issue an order (i) prescribing a rate (under section 205

of the Act) for terminating intrastate traffic between the parties at or above the

rate billed by North County The FCC determined. "the California PUC is

the more appropriate forum for determining the reasonable compensation rate for

North County's termination of intrastate, intraMTA traffic

Order on Review, North County Communications Corp., Complainant, v. MetroPCS California
LLC, Defendant., File No. EB-06-MD-007, Released November 19, 2009 ("North County Order
on Review"), 119

North County Order on Review, 1112
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As a result, if the Arizona Commission is going to review the CLEC rates for

intrastate switched access. it should also establish a default rate for wireless

coniers to terminate intrastate. intraMTA traffic to theCLEC. Since carriers such

as AT&T have expressed concern about different terminating rates, "distorting

competition in the telecommunications marketplace,"°° the Joint CLECs

recommend the Commission establish the wireless intrastate, intraMTA

terminating rate identical to the rate established for CLECs for tenninating

intrastate switched access. This solution would be consistent with the process

used today to set the rates for wireless termination of interdaTA traffic, for which

wireless camlets pay interstate switched access rates

12 Issue 2. To what target level should access rates be reduced?

14 Arv Target Other Than The Carrier Cost is Arbitral

SHOULD CLEC ACCESS RATES BE REDUCED?15 Q-

No. As noted previously, there is no need for reform of CLEC access charges at

this time. Intrastate access charges are a diminishing source of revenue due to

technological changes and the use of unregulated alternatives for long distance

calling. Furthermore, the FCC is proceeding with comprehensive access charge

reform that may render any state commission action moot. Finally, the issues

faced by CLECs are much different than those faced by rural ILE Cs

AT&T's Issues Matrix and Procedural Recommendations, October 7,2008, p. 2
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1 Q IF THE COMMISSION DECIDES TO EVALUATE CLEC ACCESS

RATES. WHAT TARGET SHOULD THE COMMISSION USE IN THIS

EVALUATION?

First, there has been no evidence presented in this proceeding that CLEC access

rates are excessive or are not just and reasonable. INC demands to pay less is not

evidence that rates need to be reviewed or regulated. If it is determined that

CLEC intrastate switched access rates should be review, then most proper basis

for review is each CLEC's cost. This Commission stated, "The Arizona

Commission does not support the adoption of a one-size-fits-all approach with

respect to the establishment of reciprocal compensation rates. The rates

established by the state commission should reflect the costs of providing the

service for the particular carriers involved If a carrier has developed a

switched access cost study, the Commission should evaluate the carrier's

switched access rates in relation to its switched access costs. If and only if the

margin (or the difference between cost and rate) of these access rates is much

greater than the margins provided by other telecommunications companies

particularly those contained in the underlying wholesale rates (such as special

access) of incumbent providers, should the Commission consider mandated

changes to a CLEC's intrastate switched access rates. If the carrier has not

developed a switched access cost study, the Commission could evaluate the

CLEC's rates in comparison to similarly-situated carriers. (As explained below

Reply Comments of the Arizona Corporation Commission, FCC Intercarrier Compensation
Docket, December 22, 2008, p, 15
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Qwest and other Regional Bell Operating Carriers ("RBOCs") are not similarly

situated to any CLEC.) If and only if CLEC's intrastate switched access rates are

outside a zone of reasonableness defined by the switched access rates of similarly

situated carriers (and the CLEC does not have a cost study to justify its rates)

should the Commission consider whether the CLEC's intrastate switched access

rates should be regulated. In any case, if the carrier develops a cost study at a

later date, the CLEC (or any other LEC) should have the right to justify its access

rates via a switched access cost study

10 Qwest's Intrastate Switched Access Rates Are Not An Appropriate Target

12 Q- PLEASE EXPLAIN WHY QWEST'S INTRASTATE SWITCHED ACCESS

RATES ARE NOT AN APPROPRIATE TARGET WHEN EVALUATING

CLECS ACCESS RATES

Qwest's intrastate switched access rates are not an appropriate target or

benchmark when evaluating CLEC access rates for two reasons. First, as

explained above in relation to Issue 1, Qwest's current intrastate switched access

rates were set as a result of negotiations that Qwest agreed to for its own benefit

Qwest reductions in intrastate switched access rates from 2001 forward were

made in conjunction with revenue neutral price increases in other rates. The rate

reductions voluntarily agreed to by Qwest were implemented in conjunction with

Qwest's Price Cap Plan and were correctly not considered appropriate for CLECs
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Second, to the extent Qwest's intrastate switched access rates bear any residual

relation to its cost or other financial considerations, these costs or other financial

considerations have no relation to CLECs' cost or their other financial

considerations

5 Q PLEASE EXPLAIN WHY QWEST'S SWITCHED ACCESS COST HAVE

NO RELATION TO CLEC'S COST

CLECs and large ILE Cs like Qwest have very little in common in terms of their

underlying costs and network architectures. First, as new entrants that hold

smaller market share than the incumbents, CLECs have a sparser customer base

(lower customer density) than large ILE Cs. As a result, CLECs lag behind ILE Cs

in scale economies because they lack the size necessary to produce average, per

unit costs as low as those enjoyed by large ILE Cs

Second, because of their smaller size, CLECs face higher input prices and often a

higher cost of capital than large ILE Cs, who enjoy greater access to capital and

the ability to purchase equipment in larger quantities at significant discounts. In

addition, because constructing telecommunications facilities is often cost

prohibitive, CLECs lease portions of the ILEC local facilities such as local loop

interoffice transport and collocation space in ILEC central offices. While five

years ago, for example, CLECs were able to purchase all of these facilities as

unbundled network elements ("UNE") at cost-based prices, prices paid by CLECs

for these facilities have increased. These increases result largely from the fact
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that the FCC's Triennial Review Order and Triennial Review Remand Order 38

removed the ALEC's obligation to provide unbundled high-capacity loops and

transport at UNE (cost-based) prices in certain wire centers, and in some cases

capped the quantity of high-capacity facilities CLECs can buy in all other wire

centers. Today, in order to lease high-capacity loop and transport facilities in

these situations, CLECs have to pay significantly higher, above cost rates based

on special access tariffs or commercial agreements. In other words, CLECs buy

inputs to their switched access service at prices that are significantly higher than

input prices faced by Qwest (which are Qwest's own cost of provisioning these

inputs/facilities to itself - cost captured by UNE rates)

Third, CLECs tend to have lower facility utilization than large ILE Cs: While an

ALEC's predecessors built the ILEC customer base in protected markets over the

course of more than one hundred years, CLECs must deploy some number of

these facilities (such as switches) at once before they even begin to attract

customers. Because the per unit cost of installing larger facility (such as a large

switch) at once is lower than the cost of installing a smaller switch initially and

augmenting its capacity as demand grows, it is more economical to install a large

Exchange
In the Matter of Review of the Section 25] Unbundling Obligations of Incumbent Local

Carriers, o f  t he Local Provisions q
Telecommunications Act of 1996, Deployment of Wireline Services Overing Advanced
Telecommunications Capability, CC Docket No. 01-338/96-98/98-147, Report and Order and
Order on Remand and Further Notice of Proposed Rulemaking, FCC 03-36, Rel. August 21
2003 ("Triennial Review Order" or "TRO"). In the Matter of Unbundled Access to Network
Elements. Review of the Section 25] Unbundling Obligations of Incumbent Local Exchange
Carriers, WC Docket No. 04-313, CC Docket No. 01-338, FCC 04-290, rel. February 4, 2005
("TrienniaI Review Remand Order" or "TRRO")

Implementation Competition
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capacity during the initial deployment. This means that, over much of their

economic life, the utilization of CLEC facilities is likely to be substantially below

full capacity. Either way, CLECs are faced with either lower utilization or higher

per unit costs as they grow their networks and attract customers. In contrast

when an ILEC installs a new digital switch or replaces a transport route with more

efficient technology, it normally does so to replace existing facilities that are

already highly utilized. This means that, typically, from the moment the ILEC

installs a new facility, it will be highly utilized. In other words, ILE Cs have

higher capacity utilization of their switched access facilities due to their dominant

incumbent position as keeper of the public switched telephone network

Next, the typical CLEC network design is materially different than Qwest's

network design (or network of any other large ILEC) because the economics of

deploying a competitive network is substantially different than the economics of

deploying a network designed to serve a much denser ILEC customer base: For

example, Qwest's network is hierarchical and consists of multiple wire centers

(local switches) placed to aggregate traffic of a relatively dense customer base and

transport to a hierarchical tandem office. CLEC's network consists of fewer

switches and substantially increased levels of transport and traffic aggregation

facilities. This network architecture is sometimes referred to as "distributed

architecture, as opposed to the ILE Cs "hierarchical" architecture. To provide a

more specific example, a CLEC would typically deploy one switch to serve a

large market, such as Phoenix Metropolitan Statistical Area ("MSA") (a switch
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that combines functionalities of a local and tandem switch), while Qwest has over

60 switches in this MSA

Last, CLECs experience an additional cost component in offering switched access

services that is not experienced by the ILE Cs: collocation. Most CLECs connect

to their end users through ILEC owned collocation facilities. Thus, even if

CLECs and ILE Cs were to have identical costs for all other service components

and they don't - CLECs would incur higher costs because their switched access

services involve collocation. In other words, even if a CLEC were to be as

efficient as the ILEC in the provision of switched access, its costs would still be

higher

11 Q WHAT ARE THE COST IMPLICATIONS TO CLECS' DIFFERENT

DISTRIBUTED NETWORK ARCHITECTURE?

The advantage of this architecture is that it minimizes the amount of switching

and central office investment required to serve a more dispersed customer base

both by minimizing the number of local switches, and eliminating the need for a

stand-alone tandem switch. The tradeoff is that this network architecture requires

substantial additional investment in transport and collocation facilities necessary

to aggregate traffic and deliver it to the centralized switch. Because transport and

aggregation equipment must be sized in relation to the amount of traffic it

supports, most of the costs of these additional network components relied upon by

CLECs are tragic sensitive in nature, thereby generating traffic sensitive costs
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Recall that usage-based switched access rates are, in general, intended to recover

the traffic sensitive costs LEC incurs in accommodating the long distance traffic

of IXCs. Because CLEC networks tend to deploy more traffic sensit ive

investment  as  compared to ILEC networks  (which rely more heavily on

ubiquitous loop facilities to aggregate traffic to multiple, local switches), it

follows that CLECs have more traffic sensitive costs to recover via their switched

access rates compared to ILE Cs

9 R.BOCs Interstate Switched Access Rates Are Not An Appropriate Target

11 Q WHY IS IT INAPPROPRIATE TO USE QWEST (OR OTHER RBOCS)

INTERSTATE SWITCHED ACCESS RATES AS A TARGET OR

BENCHMARK FOR CLEC INTRASTATE SWITCHED ACCESS RATES?

It is inappropriate to use RBOCs interstate rates for the same reasons that it is

inappropriate to use Qwest's intrastate switched access rates as a target - these

rates were set as a result of negotiations between RBOCs and IXCs (negotiations

in which, as explained below, neither CLECs, nor this Commission were a party

or beneficiary of), and that to the extent these rates contain any residual

relationship to the RBOCs cost or other financial considerations, these costs and

financial considerations have no relation to CLECs' costs and CLECs' financial

considerations
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1 Q IS THE FCC'S CALLS ORDER - A LANDMARK ORDER PERTAINING

TO RBOCS INTERSTATE ACCESS RATES .. A GOOD EXAMPLE OF

WHY ILEC RATES ARE SO INAPPROPRIATE FOR CLECS?

Yes. In this Order (dated May 31, 2000), the FCC adopted an "integrated

interstate access reform and universal service proposal" put forward by AT&T

Bell Atlantic, GTE, SBC and Sprint (referred to by the FCC as the Coalition for

Affordable Local and Long Distance Service CALLS). The CALLS Order
_av

substantially altered interstate switched access rates for all price cap carriers

(including Qwest). The primary focus was to reduce interstate access rates paid

by IXCs, while at the same time allowing price cap LECs (including Qwest) to

recover those same monies through the interstate universal service support

mechanism (i.e., largely a revenue neutral undertaking for the ILE Cs)

13 Q HOW WERE THE ILEC INTERSTATE ACCESS RATES SET IN THE

CALLS ORDER?

The access rates produced by the CALLS Order were set through a negotiated

agreement reached by the ILE Cs and IXCs. These behind the scenes negotiations

are revealed in a dissent by then FCC Commissioner Harold Furchtgott-Roth

In his dissent, Commissioner Furchtgott-Roth expressed his opinion that "the

Access Charge Reform, Price Cap Performance Review for Local Exchange Carriers, CC
Docket Nos. 96-262 and 94-1, Sixth Report and Order, Low-Volume Long Distance Users, CC
Docket No. 99-249, Report and Order, Federal-State Joint Boards on Universal Service, CC
Docket No. 96-45, Eleventh Report and Order, 15 FCC Rcd 12962 (2000) (hereafter "CALLS
Order")

CALLS Order,111129-35, especially,W30 and 32

Statement of Commissioner Harold Furchtgott-Roth, Concurring in Part and Dissenting in Part
appendedto the CALLS Order,May 21, 2000 ("Furchtgott-Roth Dissent")

Page 31



ACC Docket Nos. RT-00000H-97-0137 and T-00000D-00-0672
Direct Testimony of Douglas Denney

On behalf of Joint CLECs
December 1. 2009

process by which the original CALLS proposal was modified [and ultimately

approved] is fundamentally inconsistent with principles of neutrality and

transparency that must govern agency decision malting. Specifically, the
a 744

Furchtgott-Roth Dissent reveals two important aspects of this process

[A] number of parties with interests in the outcome of this proceeding
including the Ad Hoc Telecommunications Users Committee, Time
Warner Telecom. and the Association for Local Telecommunications
Services, were not allowed to participate

[P]roceedings that were unrelated to the issue of access charge reform
became pan of the negotiations. Incumbent local exchange carrier
members of the Coalition apparently contended that they could not
commit to certain modifications of the CALLS proposal unless they had
confidence that two separate matters - a depreciation waiver item and the
pending special access proceeding, which concerns the circumstances in
which carriers may purchase combinations of unbundled loops and
transport network elements - would be resolved favorably to them. As a
consequence, part of the final agreement reached by the participants to the
CALLS negotiations concerned these two separate matters. With respect
to this depreciation item, the Bureau agreed to recommend to the
Commission that it approve the waiver that is the subject of this Notice
and terminate the CPR audits. Additionally, the Bureau agreed to
recommend to the Commission that it "clarify" the existing rules regarding
special access and defer further Rulemaking until 200 l

24 Q DOES THE ABOVE DISCUSSION SHOW THAT THERE IS NO SOLID

COST FOUNDATION FOR THE ILEC INTERSTATE ACCESS RATES

THAT CAME OUT OF THE CALLS ORDER?

Yes. The RBOCs' access rates resulting from the CALLS Order were established

through a "closed door" negotiated settlement between parties allowed the benefit

Statement of Commissioner Harold Furchtgott-Roth, Concurring in Part and Dissenting in Part
appendedto the CALLS Order,May 21, 2000 ("Furchtgott-Roth Dissent")

Furehtgott-Rotn Dissent

Furchtgott-Roth Dissent (footnotes omitted)
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of participating, each with its own agenda and objectives, some of which had

nothing to do with switched access. The Commission should not compound the

problem for CLECs by adopting as a CLEC intrastate benchmark a rate level that

was established without any CLEC input, particularly given the arbitrary manner

in which these levels were established

7 Benchmarked Rates Will Possiblv Be Confiscatorv

8

9 Q DO PROPOSALS TO CAP CLEC ACCESS RATES RUN INTO DANGER

10 OF BEING CONFISCATORY AND HARMFUL LOCAL COMPETITION?

Yes. For almost a century it has been a standard principle in public utility

regulation that rates - when regulated - be set at levels that allow a company a

reasonable opportunity to recover the costs of providing the regulated service

otherwise they are conHscatory.4° In New Jersey, in a switched access proceeding

much like this one, Verizon witnesses forewarned the New Jersey Board to not set

rates at contlscatory levels by refemlng to Brooks-Scanlon Co. v. Railroad

Comm'n, 251 U.S. 396 (1920), where the United States Supreme Court barred

exactly what some parties are seeking here - service at a price less than the cost to

provide that service Further demonstrating the inappropriateness of such

In this section, I use "confiscatory" and "confiscation" not as a legal terms but as they are used
in common speech

In the Matter of the Board's Investigation and Review of Local Exchange Carrier Intrastate
Exchange Access Rates, State of New Jersey Board of Public Utilities Docket No. TX08090830
Exhibit Verizon- IP, Initial Testimony of Paul B. Vasington and Thomas J. Mazziotti, p. 45
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advocacy for benchmarks, Verizon proceeded to quote Justice Holmes stating that

a company cannot "be compelled to spend any other money to maintain [the

enterprise] for the benefit of others who do not care to pay for it

The FCC, in establishing the price cap regime for LECs, likewise recognized that

below-cost rates would be confiscatory

[A] price cap LEC may petition the Commission to set its rates
above the levels pemiitted by the price cap indices based on a
showing that the authorized rate levels will produce earnings that
are so low as to be confiscatory (Emphasis added.)

The Commission should note that benchmark policies are deeply disruptive of the

CLECs' ability to compete. While exchange access rates are generally

compensatory for ILE Cs, benchmarked rates typically are not for CLECs, as such

they will leave a significant portion of the CLECs' costs to go unrecovered. This

is unfair and, as noted, possibly confiscatory

Further, benchmark policies will not serve ratepayers well. CLECs may be forced

to forfeit millions of dollars when IXCs gain access to their networks at below

cost rates. The suggestion that CLECs can recoup those costs from end users

offered by advocates of benchmark policies, is wrong: CLECs do not have a base

of monopoly rate payers on whom to foist cross-subsidies and competitive retail

markets do not penni arbitrary markups for unrecovered costs. While the IXCs

CALLS Order, 11 17
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will improve their bottom line, this permanent drain on CLEC resources will

invariably curtail the CLECs' ability to expand their networks and compete

vigorously, to the ultimate detriment of Telecom markets and end user customers

in Arizona

6 The FCC Never Intended to Have States Follow Its Policies

8 Q DOES THE FCC HAVE A BENCHMARK POLICY FOR CLEC

INTERSTATE ACCESS RATES?

Yes. The FCC adopted a transitional benchmarking policy for CLEC access rates

in its 2001 CLEC Access Charge Order," which capped the CLEC interstate

access rates to the rate of the ILEC with which the CLEC competes

13 Q. WHY IS IT INAPPROPRIATE TO APPLY THE FCC'S FINDINGS MADE

IN THE ORDER ISSUED IN 2001 TO THE SITUATION IN ARIZONA

TODAY?

The findings in the FCC's 2001 Order were explicitly transitional and, since that

time, changes have taken place in the telecommunications marketplace that show

that the transitional mechanism adopted by the FCC for interstate access eight

years ago is not warranted in Arizona today

In the Matter of Access Charge Reform, Seventh Report and Order and Further Notice of
Proposed Rulemaking, CC Docket No. 96-262, FCC 01-146, April 27, 2001 ("CLEC Access
Charge Order")

CLEC Access Charge Order, 1152
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1 Q PLEASE ELABORATE ON YOUR STATEMENT THAT THE FCC'S

BENCHMARKING POLICY WAS EXPLICITLY TRANSITIONAL

The FCC specifically stated that its benchmark was transitional. The FCC said

We stress, however, that the [benchmark] mechanism set out below is a
transitional one, it is not designed as a permanent solution to the issues
surrounding CLEC access charges. Rather, we view the mechanism we
adopt today as a means of moving the marketplace for access services
closer to a competitive model. Because our tariff benchmark is tied to the
incumbent LEC rate. we will re-examine these rates at the close of the
period specified in the CALLS Order. Through a separate notice of
proposed Rulemaking that we issue today, we also evaluate the access
charge scheme as part of a broader review of inter-carrier compensation

As explained in 1119 of the CLEC Access Charge Order, "[t]he CALLS Order is

interim in nature, covering a five-year period, its reforms became effective on

July 1, 2000 Though the FCC is currently engaged in efforts to

comprehensively address inter-carrier compensation issues, the FCC has yet to

take action more than eight years later. As explained below, market

developments that have taken place since the FCC instituted its interstate

benchmark in 2001 no longer warrant price regulation or the imposition of a cap

on CLEC access rates (even if assuming for the sake of argument that such a cap

was warranted in 2001 in the first place)

22 Q WHAT CHANGES IN THE TELECOMMUNICATIONS INDUSTRY

HAVE OCCURRED SINCE 2001 THAT MAKE A CLEC ACCESS RATE

CAP UNWARRANTED?

CLEC Aeeess Charge Order, 117. (Emphasis added)

Footnote omitted
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In its CLEC Access Charge Order, the FCC noted that in an earlier order, it had

recognized the presumptively competitive nature of CLEC exchange access

servlces

[A]s CLECs attempted to expand their market presence, the rates of
incumbent LECs or other potential competitors should constrain the
CLECs' terminating access rates. The Commission found that access
customers likely would take competitive steps to avoid paying
unreasonable terminating access charges. Thus, it explained that a call
recipient might switch to another local carrier in response to incentives
offered by an INC

When the FCC revisited the issue in its 2001 CLEC Access Charge Order, it came

to a somewhat different conclusion. The FCC noted

We decline to conclude. in this order. that CLEC access rates, across the
board, are unreasonable. Nevertheless, there is ample evidence that the
combination of the market's failure to constrain CLEC access rates, our
geographic rate averaging rules for IXCs, the absence of effective limits
on CLEC rates and the tariff system create an arbitrage opportunity for
CLECs to charge unreasonable access rates. Thus, we conclude that some
action is necessary to prevent CLECs from exploiting the market power in
the rates that they tariff for switched access services

However, while the FCC concluded in 2001 that CLECs may have been able to

exploit market power, it is important to note that the FCC identified two

developments that would make exchange access (or switched access) markets

competitive

CLEC Access Charge Order, 1114 (footnotes omitted), referencing In the Matter of Aeeess
Charge Reform; Price Cap Performance Review for Local Exchange Carriers; Transport Rate
Structure and Pricing End User Common Line Charges; First Report and Order, CC Docket No
96-262: CC Docket No. 94-1: CC Docket No. 91-213; CC Docket No. 95-72, FCC 97-158, 12
FCC Rcd 15982; 1997 FCC LEXIS 2591, May 16, 1997 ("Access Charge Reborn Ora'er")

CLEC Access Charge Order,1[34 (footnote omitted)
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The Commission previously projected that, at least in the case of
originating access service, IXCs would likely enter marketing alliances
with LECs offering low-priced access service and would thereby be able
to exert downward pressure on CLEC access rates. The Commission even
raised the prospect that IXCs would themselves choose to enter the local
service market as a means of exerting downward pressure on terminating
rates

That is, according to the FCC, exchange access markets would discipline CLEC

exchange access rates if the following occurred: (1) alliances between IXCs and

ILE Cs and (2) INC entry into local exchange markets. In 2001, the FCC

lamented that neither of these developments had yet come to pass and

accordingly, the FCC concluded that CLECs must have market power in the

provision of exchange access services." Of course, what the FCC was hoping for

in 2001 in order to make access services competitive - (1) alliances between IXCs

and ILE Cs and (2) INC entry into local markets -- now has come to pass. So

while the FCC has yet to modify its "transitional" mechanism (in large part due to

all of the other intercanier compensation issues on which the FCC has yet to take

action), it should not be viewed as an indication that a state commission should

follow suit on the intrastate level, as doing so would apply an outdated regulatory

fix" to a marketplace that is significantly different than the market for which the

fix" was designed

CLEC Aecess Charge Order, 1132 (footnotes omitted)

CLEC Access Charge Order, 1132 states as follows: "I-Iowever, neither of these eventualities has
come to pass, at least not to an extent that has resulted in effective downward competitive
pressure on CLEC access rates. We now acknowledge that the market for access services does
not appear to be structured in a manner that allows competition to discipline rates
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1 Q- HOW HAVE THESE PRECONDITIONS FOR A FUNCTIONING ACCESS

MARKET SINCE COME TO PASS?

All RBOCs have obtained Section 271 approval to provide interLATA long

distance services, and perhaps more importantly, there have been a number of

mergers between major IXCs (and CLECs) and ILE Cs - most notably the mergers

between AT&T and SBC and between Verizon and MCI." / These changes have

transformed the traditional ILE Cs into vertically-integrated firms offering both

local and long distance services (including competitive local exchange services in

Arizona). These changes brought about by Section 271 approvals and the

mergers impact rebut any suggestion that CLECs might exercise market power

and prevent IXCs from entering the market

13

14

It is Standard Regulatorv Practice to Set Wholesale Rates Based on Company
Specific Costs

16 Q How DO REGULATORS TYPICALLY SET REGULATED

WHOLESALE RATES FOR LECS?

It is standard practice to set regulated rates for wholesale services based on

company specific costs. This is hue for all wholesale services offered by ILE Cs

under Section 251 of the Telecommunications Act of 1996: UNE rates for all

unbundled network elements are to be set at company specific TELRICs. Most

Qwest-Arizona obtained Section 271 authority in 2003.
Verizon and MCI merged in 2005

SBC and AT&T merged in 2005

Page 39



ACC Docket Nos. RT-00000H-97-0137 and T-00000D-00-0672
Direct Testimony of Douglas Denney

On behalf of Joint CLECs
December 1. 2009

other regulated wholesale services offered by ILE Cs have also been set in

reference to those companies' own costs, and not based on proxy companies

3 Q- ARE SWITCHED ACCESS SERVICES WHOLESALE SERVICES?

Yes. And as such -- and in line with standing practices .-. if the Commission

decides to regulate CLEC switched access rates, rates for switched access services

should be set at company specific costs

8 The IXCs' Calls to Reduce CLEC Access Rates Are Hypocritical and Self-Serving

10 Q WHY ARE THE IXCS' CALLS TO REDUCE CLEC ACCESS RATES IN

ARIZONA ARE HYPOCRITICAL AND SELF-SERVING?

They are hypocritical and self-serving for three reasons. First, IXCs in question

(AT&T and Verizon) appear to forget that they are vertically and inter-modally

integrated companies -.- companies that are the two largest ILE Cs, the two largest

wireless carriers and what used to be the two most vocal (in the regulatory arena)

CLECs in the nation. AT&T is complaining that "[o]ne CLEC has intrastate

terminating access charges of over 4.2 cents per access minute, while its

corresponding interstate charges are less than half a penny."°° AT&T neglects to

mention that its own CLEC intrastate switched access rate in Arizona is also "over

Comments fAT&Tdated January 7, 2008, p. 2
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4.2 cents" per tenninating minute," while its interstate charges are also "less than

half a penny If AT&T were sincere in its concerns that 4.2 cent per minute

rates are high and "[t]he implicit subsidies in switched access rates and the

economic reactions that they trigger are harming Arizona consumers and the

Arizona telecommunications market[,]" AT&T could have reduced its own
DI

CLEC intrastate switched access rates in Arizona to the levels it is advocating. Of

course, AT&T is not willing to forgo its switched access revenue

Verizon argues, "economically efficient competition and the consumer benefits it

yields cannot be achieved as long as carriers seek to recover a disproportionate

share of their costs from other carriers. rather than from their own end users

Yet it fails to mention that this is exactly what Verizon seeks to do. Verizon (and

AT&T) advocate that the rates they pay to use a carriers network be shifted from

the INC and onto all customers and carriers doing business in Arizona, whether or

not they are using the network that is being utilized by the INC. Shifting expense

See AT&T Communications of the Mountain States, Inc. Arizona Access Services And Network
Interconnection Services Price List, p. 22. AT&T's composite terminating rate is $ 0.04223
calculated as the sum of the following three tariff rates: terminating switching charge ($0.041500
per minute), tandem transport terminating per minute charge ($0.000480) and tandem transport
facility per minute-mile charge (0.000025) assuming 10 mile transport. Note that AT&T's
composite originating rate is $0.02803, calculated as the sum of the originating switching charge
($0.027300 per minute) and the above listed tandem transport termination and facility charges
These rates are summarized in table 1

Comments ofAT&T dated January 7, 2008, p. 2. AT&T's CLEC interstate access rates can be
found in AT&T Communications Tariff FCC No. 28 at

http://www.serviceguide.att.com/ABS/ext/doc/Tariff"/12028%20Master%20v741 .pd

Comments fAT&Tdated January 7, 2008, p.7

Verizon 's Reply Comments,February 4, 2008, p. 3
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from the cost causer. the INC, to all carriers and their end users in Arizona is

exactly the action of which Verizon was

Second. AT&T's concern that switched access rates are "in excess of the rates

necessary to adequately recover costs" is hypocrltlcal because many of its own

rates are above cost and/or above AT&T cost estimates. One example is AT&T's

advocacy in the Federal intercarrier compensation docket, where AT&T filed a

letter stating that the per-minute switching costs for carriers should be in the range

between $0.00010 and $0.00024 per minute.°4 AT&T's own switched access

rates for local switching element are significantly higher: As mentioned above, in

Arizona AT&T's intrastate access local switching rate is $0.041500 per

terminating minute and $002803 per originating minute,°° which is between one

hundred and fourhundred times°° higher than AT&T's own cost estimates for this

functionality. Also higher than its cost estimates are interstate switched access

rates of AT&T RBOC companies: Compare the above mentioned AT&T cost

estimates (between $000010 and $000024 per minute) to AT&T interstate local

Comments fAT&Tdated January 7, 2008, p. 7

Letter from Henry Hultquist, Vice President-Federal Regulatory, AT&T Services, Inc. to
Marlene H. Dortch, Secretary, Federal Communication Commissioning dockets Developing a

led In tercarrier Compensation Regime, CC Docket No. 01-92, High-Cost Universal Service
Support, WC Docket No. 05-337, Federal-State Joint Board on Universal Service. CC Docket
No. 96-45, Intercarrier Compensation for ISP-Bound Traffic, WC Docket No. 99-68
Establishing Just and Reasonable Rates for Local Exchange Carriers, WC Docket No. 07-135
dated October 13, 2008, p. 5

AT&T Communications of the Mountain States, Ire. Arizona Access Services And Network
Interconnection Services Price List,p. 22

Calculated as $0.02803 divided by $0.00024 (=l17 times) and $0.041500 divided by $0.00010
(=4l5 times)
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switching rates of $0.003133 (SNET, Connecticut),°' $0.003116 (Ameritech

region),68 $0.00262 (Pacific Bell),° 9 $0.002563 (SWBT region),"' and $0.002158

(BellSouth region). These rates are by an order of a magnitude higher thanY 1

AT&T cost estimates, meaning that by AT&T's own account, its interstate access

local switching service brings margins in the vicinity of one thousand percent

However, AT&T has not argued that its own CLEC rates are excessively high

unjust, unreasonable, or in urgent need of reduction through regulation

Note that Qwest's interstate access local switching rate is $0.001974," meaning

that based on AT&T cost estimates, Qwest's interstate rate contains at least a

700% margin (=$0.001974/$.00024 - 1)

Third. while Verizon and AT&T advocate that this Commission not wait for the

FCC to act on intercamler compensation, they have the exact opposite position

with respect to the AUSF recovery mechanism. AT&T and Verizon ask this

Commission to follow any actions taking by the FCC with regard to funding

universal service This advocacy is a result of AT&T's and Verizon's proposal

See SNET Tart}§"FCC No. 39, Section 6, p. 6-64

See Ameritech Tary§'FCC No. 2, Section 6, p. 214

See Pacyic Bell TarQ§"FCC No. 2, Section 6, p. 6-220

SeeSWBT Tary7Fcc No. 73, Section 6, P- 6-185

See BellSouth TarWFCC No. 1, Section 6, p. 6-161

Margin is defined as a ratio of rate and cost minus 1. For example, for Ameritech, interstate
local switching rate of $.003l16 in combination with the upper boundary of AT&T local
switching cost estimate ($0.0024) produces are margin of 1,198'% (=$0.003116 divided by
$0.0024 minus 1)

See QwestTarWFCCNo. I, Section 6, p. 6-433

See AT&T's Issues Matrix and Procedural Recommendations, October 7, 2008, p. 5 and
Verizon 's List oflssues, October 7, 2008, p. 4
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before the FCC to move USF contribution to a numbers based system. Because

INC operations in a state tend to eclipse the INC's CLEC operations, the proposal

to shift to a numbers based contribution mechanism for USF would provide

additional cost savings for IXCs at the further expense of Arizona end user

customers

6 Q ARE THERE ANY OTHER EXAMPLES THAT ILLUSTRATE THAT

RBOCS RATES FOR CRUCIAL SERVICES SIGNIFICANTLY EXCEED

THEIR COST?

Yes. Special access services are a good example. Traditionally, IXCs and large

business end-users were the typical buyers of these services. More recently

following the TRO and TRRO (which removed the ILE Cs' obligation to provide a

number of UNE products such as high-capacity loops and transport at many wire

centers) these services became essential wholesale inputs for CLECs. Special

access services are priced significantly above the underlying economic cost, as

evidenced by a comparison of TELRIC-based rates for ILEC UNE services with

the rates for their special access countelpaxts

Specifically, the following table illustrates this point by presenting "margins" by

which Qwest Arizona and AT&T Illinois (picked as an example of AT&T

companies) special access rates exceed the UNE rates of their functional

equivalents. Here "margins" are defined as a ratio between a special access rate

and UNE rate minus one. Because UNE rates are set based on TELRIC cost plus
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shared and common cost, the calculated "margins" represent the degree by which

special access prices exceed economic cost (cost that include capital cost

expenses and reasonable profit). For example, a margin of 63% means that

special access rate is equal to UNE cost-based rate plus a 63% markup, or

equivalently, that special access rate is 1.63 times higher than the corresponding

UNE rate
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64%
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Table 2. Margins by Which RBOCS Special Access Rates Exceed Comparable
UNE Rates

Derived from Qvlest Arizona and AT&T Illinois tariff rates. Margins defined as "Special Access Rafe
divided by UNE Rate minus 1. " Table reflects pricing flexibility special access rates. Pricing flexibility
rates for both local and transport channels elements apply in Phoenix MSA

Effective 7/1/10: Per Tariff AT&Tlilinois FCC No. 2, Section 21, pp, 755. 1, 757, 759, 783 and
784, Ttjemporarily reduced rate pursuant to the A T& T/BellSouth Merger Commitment No. 6 of the F. C. C
Memorandum Opinion and Order, WC Docket No. 06-74, in The Matter of AT&T, Inc. and BellSouth
Corporation Application for Transfer of Control. Customers sub scribing to or renewing term plans from
April 5, 2007 through June 30, 2010, will be charged the rates in Section 21.5.2. 7.1 effective July 1

As shown in the table above, special access rates of both Qwest and AT&T

exceed cost-based rates of their functional UNE equivalents by very large

margins . For example, Qwest's intrastate special access rates for services
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purchased on a month-by-month basis75 range from 63% (DSI local channel) to

1496% (DS 1 transport mileage). This means that the DSI rate is 1.63 times its

economic cost and the DSI transport mileage rate is almost 15 times its economic

cost. Similarly, intrastate special access rates for services purchased on a 60

months text contract range from 45%  (DSI local channel) to l 070%  (DSI

transport mileage). Qwest's interstate special access margins are generally of

similar order. AT&T's interstate special access margins are also very high, with

sixteen out of the total twenty margin measures in this table being in triple or

quadruple digits

These high margins translate into very large total dollar amounts. Specifically

Qwest Arizona and AT&T Illinois each earn special access services revenue in

the vicinity of a half billion dollars annually.'° Table 3 below shows a broader

nationwide view by depicting the annual 2008 revenue for the RBOCs (Qwest

AT&T and Verizon), as well as Arizona's largest rural ILEC, Frontier, compared

to the annual 2008 revenue for the Joint CLECs

Month-by-month special access rates are typically the highest special access rates available
They represent the closest contract terms when compared to UNEs because UNE products are
leased on month-to-month basis

Based on the most recent data available (which is ARMIS report 43-04, row 4012 for year
2007), Qwest Arizona annual special access revenue subject for separations (interstate and
intrastate) was $415,659,000, and AT&T Illinois's annual special access revenue subject for
separations was $624,611,000

All companies, except for Integra, are publically traded and thus file revenue annually with the
SEC. Their revenues were compiled from their 10-K and/or Annual Reports for 2008. Integra's
revenue is based on a news release where it stated it had nearly $700 million in revenue in 2008
(see 2/10/09 press release athttp://wwwjntegratelecom.com/about/news/press releasesphp)
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$700

$1,570

$1,159

$1 ,478
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Revenue
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Revenue

% of
Verizon

Revenue

5.2%

11.7%

8.6%

11 .0%

0.6%

1.3%

0.9%

1.2%

0.7%

1.6%

1.2%

1.5%

Frontier $2,237 2.3% 16.6%1.8%

Qwest

AT&T

Verizon

$13,475

$124,028

$97,354

100.0%13.8%10.9%

920.4%

722 . 5%

127.4%

100.0%

100.0%

78.5%
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Table 3. Comparison of Annual Revenue Natiowide (2008)

As shown in Table 3 above, on a nationwide scale" all four joint CLECs are

significantly smaller than AT&T, Verizon or Qwest, and even smaller than

Arizona's largest rural ILEC, Frontier. Because total revenue of a CLEC such as

Integra Telecom constitutes a very small fraction of the RBOCs revenue, this

underscores the point I made above: That the regulators' priorities should be to

address above-cost rates of large ILE Cs rather than spend energy on the subject of

CLEC access rates - the subject that is, while important for each individual

CLEC, has a very small overall impact on the Arizona telecommunications

market

There is no public data to make a similar comparison for the state of Arizona
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1

2

If Cost is Not Used to Set Access Rates. then for CLECs Competing in the Qwest
Territorv, Qwest's 1999 Access Rates Should be Used

4 Q IF THE COMMISSION ELECTS TO ESTABLISH A BENCHMARK FOR

CLEC ACCESS RATES OTHER THAN COST, WHAT SHOULD THAT

BENCHMARK BE?

If this Commission does decide to mandate CLEC access rate reductions with a

target other than cost, then the Commission should establish a benchmark rate for

CLECs competing in the Qwest territory equal to Qwest's intrastate switched

access rates from the 1999 time period. First, this is the time period when most

CLECs were entering the competitive market. These rates would have been

considered when CLECs made the determination on whether they could enter and

compete in local markets. In addition, as discussed previously, changes to these

rates since 1999. were the result of a series of revenue neutral settlement

agreements entered into by Qwest for Qwest's benefit. There is no justification to

apply reductions agreed to by Qwest to Qwest's competitors. Finally, it should

also be noted, that when reviewing the rates in table 1, most CLECs, including the

CLEC operations of AT&T and Verizon have rates that are similar to the rates

that existed for Qwest in 1999

20 Q. PLEASE SUMMARIZE ISSUE 2

Carrier-own cost is the only reasonable benchmark for its access rates. Qwest's

intrastate and interstate access rates were set based on horse-trading
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considerations, and as such, are not based on Qwest's cost. However, even if

Qwest's rates were set based on Qwest's cost, these rates and cost have no

correlation to CLECs (or rural ILE Cs) cost. As new entrants, CLECs (as well as

small ILE Cs) lack the economies of scope and scale enjoyed by the Bell

Companies, and therefore, have higher access cost than RBOCs. Reducing CLEC

access rates to RBOC rates would impose great economic harm on CLECs

carriers who could not possibly make up for lost access revenues via increases

solely in end user charges. The Commission should discard calls to use Qwest's

intrastate or/and interstate switched access rates as benchmarks for other carriers

11 Issue 3. What procedures should the Commission implement to achieve the
desired reduction in access rates?

Reduction in Access Rates Should be Implemented Graduallv to Allow LECs
Adequate Opportunity to Adjust Their Business Plans

17 Q WHY SHOULD THE COMMISSION IMPLEMENT ACCESS RATE

REDUCTIONS GRADUALLY?

The Commission should implement access rate reductions gradually over a time

period sufficient for LECs to adjust their business plans, This is particularly

important because carriers at issue in this proceeding are small carriers (when

compared to Qwest - see table 3 above), and therefore, have smaller financial

resources and less of an ability to absorb financial losses than a large company

14

15
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such as Qwest. Similarly, to the extent access rate reductions cause increases in

end-user rates, gradual transition would help cushion die impact of the reform on

end-users and minimize market disruptions. A sufficiently long transition period

would also allow LECs the opportunity to develop their switched access cost

s tudies ,  which,  a s  I  discuss  above,  a r e the only proper  measure of  the

reasonableness of  rates

There are many examples of gradual implementation of access reductions. For

example, in its FNPRM on Intercanier compensation," the FCC proposed a 10

year transition period of intrastate switched access rates to the levels envisioned

by the Fcc.*'° In the CLEC Access Charge Order and CALLS Order the FCC

adopted a three-year transition period

12 Q WHAT SHOULD BE THE DURATION OF THE TRANSITION PERIOD

AND THE TRAJECTORY OF RATE REDUCTIONS?

In the Matter of High-Cost Universal Service Support, WC Docket No. 05-337, Federal-State
Joint Board on Universal Service _ CC Docket No, 96-45, Lifeline and Link Up, WC Docket
No. 03-109, Universal Service Contribution Methodology, WC Docket No. 06-122, Numbering
Resource Optimization, CC Docket No. 99-200, Implementation of the Local Competition, CC
Docket No. 96-98, Provisions in the Telecommunications Act of 1996, CC Docket No. 01-92
Developing a Untied Intercarrier Compensation Regime, CC Docket No. 99-68, Intercarrier
Compensation for ISP-Bound Tragic IP-Enabled Services, WC Docket No. 04-36, Order On
Remand And Report And Order And Further Notice Of Proposed Rulemaking, released
November 5, 2008 ("FNPRM")

FNPRM, Appendix A, 1111192-196. While the FNPRM proposed a 10 year transition, it did not
mitigate the impact of proposed rate changes by smoothing out reductions over the transition
Instead the FNPRM proposed the most substantial reductions in the first two years and minor
reductions thereafter. A 10 year transition of this nature does little to allow CLECs the ability to
rationally adjust and plan its business

See CLEC Access Charge Order, Appendix B "Final Rules," and 47 C.F.R. § 6l.26(c) and See
CALLS Order,111130, 35 and 196
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The Commission should recognize that a flash cut from one regime to another

could cause massive marketplace disruptions to Arizona carriers and end-users

To minimize these disruptions, the Commission should set the duration of the

transition period to be at least five to seven years. More importantly, the

Commission should not mandate any reductions in the CLECs access ratesfor the

first three years. This is necessary because, as explained in McLeodUSA

comments," CLECs will require a longer period to adjust their business plans due

to the nature of their existing customer base: CLECs serve primary business

markets and typically have long-tenn contracts with their business customers

McLeod explains that it has service agreements with virtually 100% of its existing

business customers, with average service agreement being 4.2 years. Because
OJ

prices that CLECs charge end-users are often fixed during the term of the end

user agreement, CLECs would not be able to increase end-user prices for existing

term customers to compensate for lost access revenue. In contrast, ILE Cs are

more likely to rely on month-to-month end user pricing, meaning that they have

the ability to quickly increase end-user rates if allowed to do so by the

Commission

Many LECs purchase long distance at wholesale from carriers such as AT&T and

Verizon. These contracts can contain term commitments and pricing that are not

dependent upon changes in access rates. As a result, if access reductions are

McLeodUSA Statement of Position dated October 7, 2008

McLeodUSA Statement of Position dated October 7, 2008, p. 3
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mandated by this Commission with immediate implementation, LECs may end up

paying wholesale rates that do not reflect these reductions. It is my understanding

that IXCs have not committed to How through access reductions to Arizona

carriers or end users using the IXCs network. Immediate implementation of

reductions could result in a windfall, not just from the reduction in rates, but the

fact that wholesale long distance rates would not be immediately reduced to

reflect the cost reductions

Another factor that can aggravate the CLECs' situation is that business customers

can generate higher calling (and access) volumes than residential customers. In

other words, because of the nature of CLEC customers (who are predominantly

business customers), CLECs could be more vulnerable to mandatory access rate

reductions than a typical ILEC that serves higher portion of residential (low

volume) customers

15

16

Access Rate Reductions Should be Implemented in Separate Proceedings on a Case
by-Case Basis

18 Q IF THE COMMISSION DECIDES TO MANDATE ACCESS RATE

REDUCTIONS. WHY SHOULD THESE REDUCTIONS BE

20 IMPLEMENTED IN SEPARATE PROCEEDINGS?

Initially, the Commission should decide on the policy issues, such as to what

carriers intrastate switched access rate changes should apply, the appropriate
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margins above cost the Commission will allow, target rates that the Commission

may wish to impose in the event an access cost study is not available, the

transition period, and how access cost recovery mechanisms, if any, will be

established and filed. Decisions at each stage will affect the specifics of the

implementation stage. For example, if the Commission decides that access

charges should be cost-based, the carriers should be given the opportunity to

produce switched access cost studies. The timing of individual carriers in

producing cost studies would likely be different (because some can°iers may have

already have a cost study, and others may not), therefore, in makes sense to

consider these cost studies in a separate docket

Further, a record has not been developed upon which to base any assumptions

about whether switched access charges contain implicit subsidies. The existence

of and magnitude of such alleged subsidies should first be investigated and

determined before any decisions affecting business (and likely, viability) of

individual companies are made. Mandatory (potentially, confiscatory) rate

reductions should not be implemented based on an assumption that has not been

proven. Furthermore, even if such charges may include some implicit subsidies

t he a mount  wou ld l ikely depend on t he cos t  s t r uc t u r e a nd individua l

characteristics of each company. Because different companies have different unit

costs due to economies of scale or other reasons, the amount or existence of such

a subsidy cannot be assumed to be uniform
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In short, the Commission should avoid a "cookie-cutter" approach to access

charges. The Commission should consider the unique characteristics of the

various telecommunications providers, including the broad variations that occur

between CLECs and rural ILE Cs in determining access charge policy

5 Q- PLEASE SUMMARIZE ISSUE 3

To summarize, in order to allow the carriers an opportunity to adjust their

business plans, a transition period should be at least five to seven years, and no

changes should be instituted earlier than three years out from whenever a final

ruling becomes effective. Further, implementation of access reduction should

proceed on a case-by-case, company-by-company basis

12 Issue 4. Should carriers be permitted to contract for access rates that differ from
their tariffed rates?

15 Carriers Should be Required to Pay Tariff Access Rates

17 Q SHOULD IXCS BE REQUIRED TO PAY TARIFFED INTRASTATE

SWITCHED ACCESS RATES?

Yes. Failure to require IXCs to pay tariffed access rates would only allow IXCs

to exploit their market power in the access market

21 Q ARE YOU SAYING THAT LARGE IXCS HAVE SOME DEGREE OF

MONOPOLY POWER IN PURCHASING ACCESS SERVICES?
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Yes. Economists define such markets where a single or few dominant buyers can

effectively set prices as "monopsonistic" or "o1igopsonistic."°" These concepts

are similar to the more commonly used concepts of "monopoly" and "oligopoly

wherein a  s ingle or few sellers can influence prices.  In monopsonistic or

ologopsonistic markets dominant buyers can influence prices, and individual

sellers have little choice but to accept prices and/or terms dictated by those

buyers

In access markets, a significant portion (60% or more) of all long distance traffic

received by CLEC customers is carried to the CLEC networks by two IXCs

AT&T and Verizon. Further, because a CLEC (or any LEC) bills IXCs after the

fact (for originating or terminating access service that has been provided), IXCs

have an additional bargaining power because they can simply refuse to pay the

bills. A CLEC (or any LEC) cannot refuse to terminate a call that has already

been completed. Similarly, a CLEC (or any LEC) cannot refuse to terminate

future calls from a non-paying INC because by doing so, the CLEC will be doing

disservice to its own end users

17 Q HOW WOULD THIS SCENARIO, IN WHICH IXCS AVOID PAYING

CLEC ACCESS CHARGES. PLAY OUT IN THE REAL WORLD?

See F.M. Scherer and David Ross. Industrial Market Structure and Economic Pen ormance
Edition, Houghton Mifflin Company, Boston, p. 17, noting that definitions of the buyers' market
structures are "symmetric" to the definitions of the seller's market structures. Specifically
[w]hen some buyers can perceptibly influence price,monophony is said to exist." See also p. 79

noting that oligopsony is a market with few buyers
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Yes. This scenario does play out in real life:85 A large INC stops paying the

CLEC's intrastate tariffed rate and informs the CLEC that it believes the switched

access rate is too high -- even if the rates have been tariffed and approved by the

relevant state utility commission. Given that this INC may by itself represent a

large portion of the CLEC's total switched access revenue, unpaid invoices stack

up quickly, resulting in a large unpaid balance and a significant drain on the

CLEC's cash flow necessary for operations. In the end the CLEC is bullied into

accepting partial payment for its access invoices to this INC

10 Issue 5. What revenue sources should be made available to carriers to compensate
for the loss of access revenues

12

13

14

15

Revenue Source Made Available to Compensate for Lost Access Revenue Should
Not Lock Arizona Consumers into Support that Mav Not be Necessarv in the
Future

16

17 Q IF THE COMMISSION DECIDES TO REDUCE LEC ACCESS RATES

SHOULD LECS BE GRANTED A REVENUE-NEUTRAL OFFSET OF

Most recently, this scenario (where CLECs received rates lower than their tariff access rates
from AT&T following AT&T reiixsal to honor tariff rates) was documented in the ongoing
proceeding before the Colorado Public Utilities Commission docket No. 08F-259T Qwest
Communications Company, LLC, Complainant v. MCImetro Access Transmission Services
LLC, XO Communications Services, Inc., Time Warner Telecom Of Colorado, L.L.C., Granite
Telecommunications. Inc.. Eschelon Telecom, Inc., Arizona Dialtone, Inc., ACN
Communications Services, Inc., Bullseve Telecom, Inc., Comtel Telecom Assets LP, Ernest
Communications, Inc., Level 3 Communications, LLC, and Liberty Bell Telecom, LLC. See also
a 2004 proceeding in Minnesota In the Matter oft re Complaint oft re Minnesota Department of
Commerce for Commission Action Against AT&T Regarding Negotiated Contracts for Switched
Access Services.Docket Nos. P-442, 5798, 5826, 5025, 5643,443,5323,5668,466I/C-04
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THE LOSS IN ACCESS REVENUES STEMMING FROM THE

COMMISSION'S DECISION?

Not automatically. While it is critically important to recognize that regulated

rates should not be reduced without considering carriers' legitimate rights to

recover their costs, carriers should not be given an automatic and guaranteed

revenue-neutral offset. For example, granting revenue-neutral offset in the form

of an access charge recovery find (i.e. AUSF) would mean that Arizona

consumers are locked forever (or until anodmer Commission's action) into support

levels that may not be necessary in the future. Specifically, shifts in population

technological advancements or other changes in conditions that affect cost of or

demand for telecommunications services may reduce or eliminate the need for

AUSF support for individual cam'er.° As a result, a stream of support locked at

historical levels would result in unwarranted (and undesirable from the public

interest standpoint) subsidies for this carrier

WHAT REVENUES SHOULD THE COMMISSION MAKE AVAILABLE

TO LECS TO COMPENSATE FOR LOSS IN ACCESS REVENUE

STEMMING FROM THE REDUCTION IN ACCESS RATES?

There are two general types of potential revenue sources that carriers can use to

compensate for the loss of access revenue: End-user rates or an access revenue

As an example, ten or twenty years ago, a LEC was able to offer only voice telephony over its
loop facilities. Today, loop facility can also carry high-speed Internet and video services. If a
carrier starts offering such triple play products (voice/Internet/video), this carrier's revenue
streams would increase significantly, likely eliminating the need to "subsidize" local service
from public sources
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recovery fund, such as AUSF support. The advantage of the first source (from the

standpoint of the public interest) is that is does not automatically lock Arizona

consumers into current levels of "implicit subsidies high local rates could

attract competition, and rates could eventually be "competed down." The second

source, AUSF, can be designed to allow support to fluctuate with the need, but

this design would likely include high administrative costs

To summarize, when considering the source of revenue that the Commission may

make available to compensate for lost access revenue, the Commission should not

guarantee revenue-neutral offsets and should choose revenue sources that

fluctuate in amount as need is verified. The Commission should recognize that

whether access revenue recovery is achieved directly through end-user rate

increases or a state access revenue recovery fund, ultimately end user customers

in Arizona are going to pay for access cost reductions that primarily benefit the

large IXCs

15 Q WILL CLECS BE ABLE TO BENEFIT FROM ANY ALTERNATIVE

REVENUE STREAMS?

No. As explained below, if the Commission lowers CLEC switched access rates

CLECs will not be able to benefit from any alternative revenue streams the

Commission may make available to the ILE Cs. This further underscores how

I use the term "implicit subsidy" assuming that the Commission has made a determination that
access rates paid to rural carriers exceeds the cost of providing the service

This design would require that the fund conducts periodic (such as annual) review of the LECs
financial need to funding
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inappropriate it is to benchmark CLEC switched access rates to those of the

ILE Cs

First, CLECs have limited ability to individually pass through rate increases to

their customers. By definition, CLECs exist in competitive retail markets

CLECs are firms that enter markets already sewed by one or more carriers. The

price in this market is generally already set by the existing players. No customer

would switch to a CLEC's service unless it offers a competitive price and/or

superior service. As a result, a CLEC cannot successfully raise end user prices

unless prices are increasing at the industry level -- in other words, CLECs can

only sustain price increases when all firms in the market increase price. Because

CLECs are relatively small players in the market, compared with Qwest, the

dominant provider, a CLEC will have very little success increasing prices unless

Qwest is also increasing prices for that same customer class

Second, it is unlikely, and not even advisable, that an access revenue recovery

fund be established for CLECs to recover lost access revenue. As mentioned

previously, these funds tend to take revenues that are subject to competition and

lock them into a fund that will likely never be decreased. The value of such a

fund in a competitive market is questionable. Further, I am not aware of any state

that has established such a fund for CLEC access revenue recovery
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1 Issue 6. How much of access cost recovery, if any, should be shifted to end users
What showing should be required for such a shift? What should be the
role of "benchmark" rates and how should benchmarks be set?

5

6

IXCs and Their Customers Are the Cost Causers of Traffic Sensitive Costs and Not
End Users

8 Q- SHOULD THE TERM "ACCESS COST RECOVERY" AS USED IN ISSUE

6 BE CLARIFIED?

Yes. Issue 6 appears to mix two different notions - (1) recovery of access cost

and (2) recovery of non-access cost that is currently built into some access rates

Access rates should recover access cost, therefore, no shifting of access cost away

from access rates should be done. Non-access cost that is currently built into

some access rates do constitute a subsidy, and should indeed be the subj act of this

proceeding and Issue 6

16 Q WHAT ABOUT CERTAIN ACCESS COST ELEMENTS, SUCH AS THE

COST OF LOCAL LOOP THAT IS OFTEN RECOVERED IN CARRIER

COMMON LINE (MCCLQQ) CHARGES?

The presence of a CCL does not automatically imply that this rate is a subsidy

The issue here is whether the per minute CCL charge properly recovers what

could be n on - t r a f i c - s e n s i t i v e cost. The traditional FCC view has been that loop is

not a traffic-sensitive cost, and therefore, its costs should be recovered through a
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per line charge However, even the FCC noted in its Access Charge Re

Order, when setting the federal flat-rated mechanism for common line cost

recovery, that "[comlnon line] costs should be assigned, where possible, to those

customers who benefit from the services provided by the local loop

customers that benefit from the local loop" include IXCs and their long-distance

subscribers. Therefore. it is reasonable to ask that IXCs share the cost of the loop

in relative proportion to their use of the facility." In other words, if an INC bears

no cost of the local facility that allows it to provide long-distance service, there

would be a subsidy flow from local exchange services to an INC who is provided

access to the facility at no cost

Q DOES IT MATTER WHETHER THE COST IS RECOVERED FROM AN

END-USER OR AN INC GIVEN THAT IXCS ALSO SERVE END-USER

AND MAY PASS THEIR COST SAVINGS ON END-USERS?

Yes. for a number of reasons

FCC, In the Matter of Access Charge Reform, Price Cap Performance Review for Local
Exchange Carriers , Transport Rate Stricture and Pricing, End User Common Line Charges
CC Docket No. 96-262. CC Docket No. 94-1, CC Docket No. 91-213, CC Docket No. 95-72
First Report and Order, adopted: May 7, 1997 ("Access Charge Reform Order")1137. This order
sett the federal flat-rated mechanism for common line cost recovery

Access Charge Reform Order 1177

While it is true that end-users benefit not only from actual usage, but also from the "ability" to
make the call, it would be improper to completely disregard the first benefit (actual usage)

Another relatively recent development that iiirther underscores the notion that local loop is a
shared and potentially traffic-sensitive facility is that CLECs offer integrated voice and data
services over shared local loop facilities in which bandwidth is dynamically re-allocated to
either voice or data based on current demand/usage. Ifvoicelong-distance traffic uses the loop
the smaller portion of the loop bandwidth capacity can be allocated to data services
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First, as is well established as a regulatory principle: the cost causer should pay

lest undesirable subsidies are created. Given that end users are not a homogenous

group but are differentiated between providers and services, it is critically

important that regulators do not create subsidies between disparate groups of end

users

Specifically, the IXCs' end users are not the same as the CLECs' end users. For

example, AT&T may serve a large telephone solicitor in Phoenix who calls

residents in Tucson, including CLEC end users. There is no good justification for

having the CLEC's end users subsidize" AT&T's telephone solicitor business by

not assessing such calls the full long run incremental costs of such calls

Assuming that many of the CLEC's end users may actually find such calls

annoying, it would be adding insult to injury to tell them they are in fact forced by

this Commission to subsidize such nuisance calls

In general, the IXCs' end users are the cost causers of long distance calls and the

associated switched access costs. There is no policy rationale to having other end

users - who may make no long distance calls at all -- pay for the traffic sensitive

costs of switched access. In fact, such a policy is tantamount to a cross-subsidy

scheme

It is assumed here that benchmarked rates would not compensate CLECs for the costs of
switched access services
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Further, it matters because IXCs would not necessarily pass these access cost

savings onto Arizona end-users. In fact, IXCs are misleading the Commission

with claims such as, "[t]he high access rates promoted by the current system

obviously distort Arizona telecommunications prices These claims are

misleading because they create false appearance that INC's in-state pricing in

Arizona is linked to Arizona intrastate switched access rates. In reality, AT&T

for example, offers the same in-state calling plans in Arizona and states with

low" intrastate access rates. such as Nebraska and New Mexico." While AT&T

also charges an "in-state connectivity fee," this charge does not appear to have a

link to intrastate access cost. Specifically, this fee is currently $1.49 in Arizona

$1.63 in Nebraska and zero in New Mexico Yet.  AT&T comments are

complaining that Arizona access rates are very high (citing average access rates of

3.1 cents for Qwest and 14 cents for Citizens"), and pointing out intrastate rates

in New Mexico and Nebraska are at interstate levels (citing a 2-cent access rates

for rural carriers in Nebraska and 1.83 cent state wide average rate in New

Mexicoys). Clear ly,  there is  no direct  rela t ion between AT&T "in-state

connectivity fee" and intrastate access rates because this fee is higher in Nebraska

than in Arizona, and absent in New Mexico, despite the fact (as presented by

Comments ofAT&T dated January 7, 2008, p. 2

Using AT&T's web site (http://www.shop.att.com/plancomparisonisp), I reviewed residential
calling plans in several states. These pricing plans appear to be identical. Based on the notes to
these plans, Alaska is the only state where in-state calling is slightly different than in other
states

Seehttp://www.consumer.att.com/instate-connectionfee/

Comments fAT&Tdated January 7, 2008, p.6

Comments of T&T dated January 7, 2008, pp. 9-10
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AT&T) that Nebraska and New Mexico have similarly "low" access rates, and

Arizona has "high" access rates

In other words, because AT&T in-state calling plans are priced at "generic

nationwide levels, a decrease in Arizona intrastate rates would likely not translate

into a rate decrease for Arizona long-distance customers of AT&T. Instead

AT&T would simply pocket the access cost savings obtained at the Arizona

consumer expense and use them to "subsidize" its operations in other states or

simply flow through the savings to its shareholders

11 Issue 7. Procedurally what will be required of a carrier if it seeks a "revenue
neutral" increase in local rates?

13 Issue 8. Assuming that AUSF funds will also be used as a compensating revenue
source, what specific revisions (including specific recommended
amendment language) to the existing rules are needed to allow use of
AUSF funds for that purpose

17 Issue 9. What carriers should be eligible for AUSF support?

18 Issue 10. What should be supported by AUSF? Access replacement only? High
cost loops? Line extensions? Centralized administration and automatic
enrollment for lifeline and Link-up

The Use of AUSF Should be Limited. and Recipient Carriers Should Have to
Demonstrate the Need for Funding

22

23
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1 Q WHAT SHOULD THE COMMISSION CONSIDER WHEN DECIDING

on WHETHER TO USE AUSF AS A "COMPENSATION" FOR

REDUCTION IN ACCESS RATES?

First, as noted with regard to Issue 6, the Commission should make a clear

distinction between (1) recovery of access cost, and (2) recovery of non-access

cost that is currently built into some access rates. Access cost should be

recovered in access rates, not in AUSF. Shifting recovery of access cost to the

USF would be contrary to the goal of a USF fund, which is typically to ensure

connectivity to the network, and not to subsidize long-distance business

Second, the Commission should make sure that any decision it makes regarding

access revenue replacement through AUSF is competitively neutral. Granting

revenue replacement for some camlets (ILE Cs) and not others (CLECs) is not

revenue neutral: CLECs are price takers in competitive markets, meaning that

they cannot increase its end-user rates beyond the market rates (and unless the

ILEC increases its rates). In other words, if the ILEC access revenues are

replaced" by AUSF moneys, but CLECs competing with those same ILE Cs

cannot draw from AUSF, they would not be able to "replace" their lost access

revenue with increased end-user charges: If a CLEC attempts to do so, its end

users would migrate to the ILEC (carrier that does not need to increase its end

user rates to replace lost access revenue because it receives replacement support

from AUSF)
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Third, because of the competitive neutrality implications, the Commission should

reject the notion of granting revenue neutrality. Instead, the Commission should

focus on iilnding situations where the carrier has a real need that is in public

interest: Subsidizing high cost areas and services for low income customers are

indeed the cases of real need from the standpoint of public interest. Subsidizing

out-of-state IXCs and extraordinary returns of ILE Cs are not cases of real need

Funding for line extensions (construction of loop facilities to areas outside the

range of  pre-exis t ing outs ide loop plant )  l ikely is  unnecessa ry because

extraordinary construction cost of line extensions are typically addressed in

special construction tariffs." Therefore, in order for a carrier to draw from the

fund, it should be required to demonstrate the "public interest" need

12 Q PROCEDURALLY, WHAT SHOULD BE REQUIRED IN ORDER TO

DETERMINE THE AMOUNTS OF AUSF SUPPORT FOR AN

INDIVUUAL LEC?

Qwest proposes that before a canter is eligible to draw money from the AUSF it

should "first be required to make a showing, either through a R14-2-103 filing, or

For example, section 14 of the Frontier Citizens Utilities Rural local tariff (Telephone Service
Tar;)§') explains that if cost of construction of line extensions exceeds "normal conditions," the
end-user will pay actual construction cost in excess of "normal" level. Specifically, at p. 2 it
says as follows: "Under normal conditions, the Company, without charge, will extend its lines to
reach applicants provided that the cost of constructing the required line extension will not exceed
seven times the estimated annual exchange revenue from such applicant or applicants. If the
line extension requirements of an applicant or group of applicants exceed the above, a
construction charge will be made for the facilities in excess of the allowances specified above
It further explains on p. 3 that "[i] n those circumstances where extensions to outside plant
facilities exceed the allowance in 14.1.2.a) above [seven times the estimated annual exchange
revenue], the customer, in addition to any material or labor to be furnished by him, will pay in
advance the estimated total cost of the Company's construction as prescribed in a contract
executed between the Company and the customer
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through a simplified earnings review, that their earnings do not exceed the

authorized rate of return The Joint CLECs support this proposal. Only if the

ILEC exhausts all avenues of end-user rate increases, and the revenue is still

insufficient to generate allowable rates of return, should the carrier be given

AUSF support. Further, the amount of support determined from a rate proceeding

or earnings review should not be guaranteed to the calTier indefinitely because

technological advances , population shifls, introduction of

telecommunications products or other changes may eliminate the need for support

in the future. Because the carrier/recipient of AUSF would have no incentive to

disclose the fact that it no longer needs support, the Commissions should develop

procedures that require recipient coniers to periodically update the data in the rate

case that demonstrated the need for AUSF support

13 Q PLEASE SUMMARIZE ISSUES 7 THROUGH 10

The fund shouldnot be a replacement for loss of access revenue stemming from

the reduction in access rates. Funding should be based on public interest need and

limited to cases of high cost and low income support. Line extensions should not

be funded to the extent the cost of their construction is recovered through the

special constructions" tariff provisions. In order to receive funding, a carrier

should show the need. Before a carrier is allowed to draw from the AUSF, there

should be a demonstration of need. The carrier-recipient of the fund should also

Qwest Corporation's Reply Regarding Matrix Issues and Procedural Recommendations
October 7, 2008, p. 2
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be required to periodically refresh the data used to justify support in order to

demonstrate to the Commission that it continues to need AUSF support

4 Issue 11. What should be the basis of AUSF contributions and what should be the
structure of any AUSF surcharge(s)?

7 Q- WHAT SHOULD BE THE BASIS OF AUSF CONTRIBUTIONS?

Qwest notes that funding "should come from all sectors of the industry, i.e. ILEC

CLEC, Cable, Wireless and VOIP providers The CLECs agree with this

10 proposal. The CLECs disagree with Qwest's proposal calling for the Arizona

Commission to automatically follow the FCC, should the FCC changes its method

to fund the federal USF Specifically, AT&T's and Verizon's federal advocacy

is to move USF contribution to a numbers based system. Since INC operations

typically do not have many, if any, telephone numbers, this proposal essentially

excludes INC operations doing business in Arizona from contributing to the

AUSF. Instead, the Commission should carefully consider changes enacted by

the FCC to assure that customers are not assessed twice for USF contributions

(State and Federal) on the same revenue

Qwest Corporation 's Reply Regarding Matrix Issues and Procedural Recommendations
October 7, 2008, p.4

See Qwest CorporationS Reply Regarding Matrix Issues and Procedural Recommendations
October 7, 2008, p. 4, Issues Matrix Arizona Local Exchange Carriers Association, October 7
2008, p.5, AT&T's Issues Matrix and Procedural Recommendations, October 7, 2008, p. 5, and
Verizon 's List oflssues, October 7, 2008, p. 4

McLeodUSA 's Statement on Issues,October 7, 2008, p. 4
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IXCs pay intrastate switched access today in order to originate and terminate long

distance calls made by INC customers. Creating a fund based on all carriers

intrastate revenues has the effect of requiring all carriers in the state, even those

that do not do business in the areas receiving access-related funding, to subsidize

IXCs' customers. In other words, where previously IXCs such as AT&T and

Verizon paid rural carriers when AT&T and Verizon's customers made toll calls

to rural areas, they now propose that CLECs contribute to an access revenue

recovery fund for the benefit of AT&T's and Verizon's customers to originate and

terminate calls to rural ILE Cs. The Joint CLECs find this problematic unless

there is a clear showing that the AUSF is for the purpose of universal service

(rather than a pure benefit of IXCs), and carriers drawing from the fund have

demonstrated need as proposed by Qwest

14 Issue 12. Any other specific revisions to the AUSF rules

DO THE JOINT CLECS HAVE ANY PROPOSED REVISIONS TO AUSF15 Q

RULES AT THIS TIME?

No

19 Q- DOES THIS CONCLUDE YOUR TESTIMONY?
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INTRODUCTION

2 Q- PLEASE STATE YOUR NAME AND BUSINESS ADDRESS

My name is Douglas Denney. I work at 1201 NE Lloyd Boulevard, Suite 500

Portland, Oregon

5 Q ARE YOU THE SAME DOUGLAS DENNEY WHO PREVIOUSLY FILED

TESTIMONY IN THIS PROCEEDING?

Yes, I filed direct testimony on December 1, 2009

8 Q DO YOU HAVE ANY CORRECTIONS TO YOUR DIRECT

TESTIMONY?

Yes. When comparing competitive local exchange carrier ("CLEC") access rates

to Qwest's access rates in 1999, I omitted one of Qwest's rate elements

(interconnection charge of $0.006/minute), meaning that the last row in Table 1

on p. 19 of my direct testimony, which contains Qwest's composite access rates

labeled "Qwest Pre-Price Cap," should be revised upwards: The originating rate

should be $0.03424 (instead of $0.02803), and the terminating rate should

$0.04844 (instead of $0.04223). This correction does not affect other numbers in

this table. A corrected Table 1 is presented below
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Table 1: Corrected

Table 1: Originating and Terminating Access Rate Comparison

Current tariffs can be found on the ACC web site: http//vwvvuazcc.gov/Divisions/Utilities/Tariff/util
tarrifs-teiecom.asp. Qwest's historical access rates are based on Docket No. T-01051B-99-0105
(1999 Price Cap Docket, Testimony of Barb are M VWleox on b ehalfof Qwest, January 8, 1999
Exhib if BMG-5

3 Q- WHAT IS THE PURPOSE OF THIS TESTIMONY?

The purpose of this testimony is to respond to selected issues raised in direct

testimonies of other parties as they relate to the issues and positions of the Joint
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CLECs as outlined in my direct testimony. Like my direct testimony, this

testimony is organized by issue as they were outlined in the procedural order

3 Q- PLEASE SUMMARIZE YOUR TESTIMONY

No party has demonstrated that Joint CLEC access rates are unjust or/and

unreasonable or above cost. The mere desire by interexchange carriers ("IXCs")

to avoid paying to use local exchange cam'er ("LEC") networks is not justification

to reduce intrastate access rates in Arizona. Parties that point to interstate access

rates as the alleged evidence that intrastate rates should be reduced do not make

an "apples-to-apples" comparison because that fails to account for the difference

in the structure of the two rate schemes: (interstate switched access charges

include the federal Subscriber Line Charge ("SLC"), a rate element not instituted

by the state of Arizona. Staffs witness, Mr. Shard, recognizes this difference

When SLC is factored in, the federal composite interstate access rate (rate applied

to Qwest and CLECs) is approximately 3.57 cents per minute, which is higher

than Qwest's intrastate access rate in Arizona

Further, the issue of whether rates of specific carriers/groups of carriers are

unreasonable" or/and "below cost" should be considered separately from the

issue of "from whom should the cost be recovered" (end-users or IXCs). Because

IXCs use networks of local exchange carriers to the benefit of IXCs and INC end

Procedural Order, September 29, 2009, pp. 4-5

This is discussed in detail with respect to, "Issue 2. To what target level should access rates be
reduced?"
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users. it is unfair to shift the burden of the network cost to LECs and LEC end

users

In my direct testimony I summarized five proposals from the Joint CLECs. Joint

CLECs first recommended that the Commission address rural ILEC access rates

before addressing CLEC access rates." Both Rural LECs ("RLECs") and IXCs

apparently agree that RLEC access rates should be addressed. The process by

which this is accomplished is complex and disagreements remain as to the best

method to achieve access reductions for rural carriers. The Commission would be

best served by focusing its efforts first on rural ILEC access rates

Second. the Joint CLECs recommended that to the extent the Commission elects

to implement an arbitrary benchmark (i.e. a benchmark other than cost) for CLEC

access rates. the Commission should benchmark the CLEC rates to the 1999

Qwest access rates." These were the rates in place in Arizona before Qwest

entered into a number of voluntary access rate reductions which were contingent

on complete revenue neutrality for Qwest. (For example, under the original Price

Cap Plan, the revenues available to Qwest under the Cap for Basket 3 Services

were increased by $5 million each year that access was reduced.) These

negotiated Qwest reductions did not include any discussion of CLEC access rates

and, likewise, did not include any sort of mechanism for CLECs to recover access

revenue had die reductions applied to CLECs. Based upon the direct testimony

Denney Direct, pp. 6-7

Denney Direct, pp. 7-8
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filed in this case. the Joint CLECs would further recommend, to the extent the

Commission decides to reduce CLEC access rates at this time, the Commission

should limit these reductions to terminating access rates. Parties seeking

reductions in CLEC access rates focus their arguments on the CLECs' asserted

monopoly with regard to terminating access. This CLEC "monopoly" argument

is not supported by the parties with respect to originating access' and thus any

benchmarking of CLEC access rates should be limited to tenninating rates

The Joint CLEC's third recommendation focused on timing. To the extent the

Commission elects to reduce CLEC access rates at this time, reductions should be

phased in gradually to give CLECs amply opportunity to adjust business plans

and update term contracts. The Joint CLECs proposed a 3 year period before

reductions are implemented and then a gradual phase in over five to seven years

for the actual reductions/ A number of parties in this proceeding recommend that

CLEC rates be benchmarked to Qwest's current intrastate or interstate access

rates. While the Joint CLECs do not believe this is appropriate, the Joint CLECs

do note that Qwest had a period of approximately 6 years to phase in and adjust to

its current intrastate access rates. To the extent the Commission does not approve

the transition recommended by the Joint CLECs, the Commission should, at a

AT&T witness Dr. Oyefusi is the only witness to argue LECs have a monopoly with respect to
originating access. As demonstrated in this testimony his conclusion is incorrect

This is discussed in more detail under the heading, "Issue 1. What carriers should be covered by
access reforln?"

Denney Direct, pp. 8-10
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minimum allow Joint CLECs the same amount of time that was provided to

Qwest to phase in access rate reductions

Fourth, the Joint CLECs recommended that AUSF funds only be distributed after

a demonstration of need. and contributions to the fund be derived firm all

providers of telecommunications services

Finally, the Joint CLECs recommended that to the extent the Commission

addressed CLEC access issues, it should also address the appropriate rate for

intraLATA, intraMTA calls terminated by wireless providers to LECs

ISSUES POSED BY THE PROCEDURAL ORDER

11 Issue 1. What carriers should be covered by access reform?

13

14

To The Extent the Commission Mandates Access Rates Reductions for Joint
CLECs.. these Reductions Should be Limited to Terminating Access Rates

This is discussed in more detail under the heading, "Issue 3. What procedures should the
Commission implement to achieve the desired reduction in access rates'?"

Denney Direct, pp. 10-12

Denney Direct, p. 12. This is also discussed in more detail under the heading, "Issue 1. What
carriers should be covered by access reform?
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1 Q MR. SHAND TAKES A POSITION THAT IXCS HAVE NO CHOICE

WHEN TERMINATING CALLS AND THEREFORE, "THE

TERMINATING ACCESS RATE FOR CLECS SHOULD BE CAPPED AT

THE INCUMBENT LECS RATES."" PLEASE RESPOND

It is significant that Mr. Shand's reasoning leads only to a proposal to cap

CLECs' terminating access rates. Indeed, talks about the alleged monopoly

power of access providers typically revolve around the observation that a

terminating INC does not have any (immediate) options but to terminate a call to

the LEC, and ignore the originating access. For example, Mr. Shand's only

discussion about the alleged market power in the access market consists of one

phrase: "With respect to termination of a call to a CLECs' customers, the IXCs

have no alterative but to pay the CLECs' rates to tenninate calls. Mr. Shand
sou

goes on to cite several passages from the FCC CLEC Access Charge Order

none of which discuss market power in originating access Yet. Mr. Shard

presents his overall recommendation for CLEC access rates, which calls for

capping CLECs access rate generally, with no distinction made between

originating and terminating access

Direct Testimony of Wilfred Shard of behalf of Utilities Division, ACC ("Shard Direct"), p. 9

Shard Direct, p. 10 (emphasis added)

In the Matter of Access Charge Reform, Seventh Report and Order and Further Notice of
Proposed Rulemaking, CC Docket No. 96-262, FCC 01-146, April 27, 2001 ("CLEC Access
Charge Order")

Shard Direct, pp. 10-1 l

Shand Direct, p. ll
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1 Q WHY SHOULD ORIGINATING ACCESS BE DISCUSSED SEPARATELY

FROM TERMINATING ACCESS?

INC's argument that CLECs have monopoly power over terminating access is

based on the claim that IXCs have no alternative when terminating a callto a LEC

customer. However, thls argument makes no sense in the context of orlglnatlng

access. Originating access applies when the LEC end user has chosen the INC as

its long distance provider. Because the customer of the LEC is necessarily also

the customer of the INC (this is not necessarily the case for terminating access)

the INC has the ability to set long distance prices for its customer by taking into

account origMatlng access Since end user customers look at their total

telecommunications cost when selecting a local earNer, if a LEC were to set

originating access charges too high it risks losing its customer as the customer

would seek a carrier that can provide a better overall pricing for its

telecommunications needs

15 Q WHAT ARGUMENTS FOR CAPPING CLECS ACCESS RATES ARE

CONTAINED IN MR. SHAND'S CITATIONS FROM THE FCC CLECS

ACCESS CHARGE ORDER?

These citations" contain three substantive arguments: that (1) it is an anomaly for

a "competitive" provider to enter a market by charging well in excess of the

See, for example, Oyefusi Direct, p. 23

Shard Direct, pp. 10-11. I do not include in this list "non-substantive" arguments, by which I
mean declaratory statement that rates are unjust and unreasonable, or that CLECs have a
monopoly power
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access rate charged by the market's incumbent, (2) high access charges allow

CLECs unfairly to shiN their operational expenses and their network build-out

expenses to IXCs, and (3) CLECs access rates are unilaterally imposed through

tariffs, rather than through negotiation with a willing purchaser

The first argument does not apply to the Joint CLECs in Arizona, because, as I

also demonstrated in Table 1 of my direct testimony,"' access rates for CLECs in

this case are similar to the rates that existed for Qwest in 1999 - the approximate

time frame of CLECs entry. My analysis suggests that CLECs in this case, when

entering the local markets, set their access rates at the level of the incumbent (a

strategy that is reverse to the "anomaly" that concerned the FCC in its CLEC

Access Charge Order). As I noted in my direct testimony," changes to Qwest's

rates since 1999 were the result of a series of revenue neutral settlement

agreements entered into by Qwest for Qwest's benefit. There is no justification to

apply reductions agreed to by Qwest to Qwest's competitors. This is tantamount

to allowing the CLECs largest competitor to directly set the CLECs rates in the

market

Because the first argument (charging rates well in excess of the incumbent at the

time of competitive entry) does not apply to the Arizona situation, the second

argument - that it is unfair to use high access cost to shift network built-out

Denney Direct, p. 19. This table was corrected in my reply testimony (see Table 1: Corrected)
As explained the correction did not change any of the conclusions based on this table

Denney Direct, p. 49
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expense to IXCs -- does not apply either. As noted by Dr. Johnson, the opposite

may be the case: "[M]any of the can°iers participating in this proceeding view the

basic local exchange customer as the "cash cow" that should be forced to cover

most of the fixed costs of the network, while other services like wireless

carrier interconnection service and interstate switched access service - are being

priced at very low levels (near zero), due to the success of their advocacy efforts

before the FCC

The third argument - that CLECs access rates are imposed "unilaterally" through

a tariff randier than through negotiations with a willing purchaser .- is similarly

weak. If CLECs had sufficient power to unilaterally impose any access rate, their

access rates would likely have been much higher. There must be some constraints

that prevented the Joint CLECs from setting their intrastate access rates at the

levels of Arizona RLECs, which are significantly higher. For example, CLECs

could have set their access rates at the level of Arizona RLECs. Based on Mr

Shard's exhibit WMS-1, Southwester has a composite terminating access rate of

27.8 cents a minute. SCUTA - 21.5 cents, Frontier/VVhite Mountain - 16.7 cents

Midvale -. 14.7 cents and etc. In contrast, the Joint CLECs' composite

terminating access rates are in the vicinity of 4 to 5 cents

Direct Testimony of Ben Johnson on behalf of RUCO ("Johnson Direct"), p. 21

Denney Direct, p. 19 Table 1
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1 Q DO OTHER PARTIES SIMILARLY ACKNOWLEDGE THAT ALLEGED

MARKET POWER IN THE ACCESS MARKET IS LIMITED TO

TERMINATING ACCESS?

Yes. For example, Ms. Eckell's (Qwest) language is very specific to terminating

access. She addresses the issue of the alleged "bottleneck" qualities of access

services on pp. 5 and 9. In both cases she justifies her claims by discussing only

termination (and not origination) of long-distance calls. Similarly, Mr. Appleby

(Sprint) justifies his statement that switched access is a "monopoly" service by

explaining that "[a]ll can'iers that compete against LECs in the retail market must

use switched access to terminate non-local calls to the LECs' customers

Meredith (ALECA)" does not address market power in switched access. Mr

Price (Verizon),  while cla iming that  an INC does not have a  choice when

originating or terminating a call, nevertheless emphasizes the terminating side by

stating that CLECs possess market power "particularly as relates to terminating

switched access serv ice and references an academic publication for "a

discussion of terminating access monopoly without providing a parallel

reference to a source that would discuss originating access "monopoly." Based

on my review, Dr. Oyefusi (AT&T) is the only witness who argues that an INC

Direct Testimony of James A. Appleby on behalf of Sprint ("Appleby Direct"), p. 4 (emphasis
added)

Direct Testimony of Douglas Duncan Meredith on behalf of ALECA ("Meredith Direct")

Direct Testimony of Don Price on behalf of Verizon ("Price Direct"), p. 8

Price Direct, p. 11 footnote 5 (emphasis added)
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does not have a choice when terminating or originating a call,26 but even he

recognizes that CLEC rates are constrained when he states, "If left on their own

the CLECs have an incentive to increase access rates as much as they can

Given that the Joint CLEC intrastate access rates are significantly below the

intrastate access rates of other LECs in Arizona, it is clear that CLECs do not

have the market power to increase rates as much as they can

7 Q IS IT REALLY IMPORTANT THAT AN INC DOES NOT HAVE A

CHOICE OF AN ACCESS PROVIDER WHEN IT TERMINATES OR

ORIGINATES A CALL?

No, it is not very important that an INC does not have a choice at the very

instance of the call. (Arguably, when such extreme short run is concerned, many

real life situations appear to be "no choice" situations.'°) A more important

question is whether an INC has an ability to control its access cost in medium and

long-run - the framework more appropriate for "market power" analysis. The

answer to this question is "yes

Parties in this case shy away from claiming monopoly power in originating access

because the INC's control over originating cost in the medium and long-run is

particularly apparent: For example, for decades IXCs have been using "special

Direct Testimony of Ola Oyefusi on behalf of AT&T (Oyefusi Direct), p. 23

Oyefusi Direct, p. 30

For example, if lost in a desert in a foreign country, my only choice may be to call for help via
my AT&T Wireless phone - thus incurring international roaming charges of many dollars per
minute. Yet, this lack of choice at the very instance of the call is not sufficient grounds to claim
that AT&T Wireless has an "originating monopoly" in the foreign country

Page 12



ACC Docket Nos. RT-00000H-97-0137 and T-00000D-00-0672
Reply Testimony of Douglas Denney

On behalf of Joint CLECs
February 5, 2010

access by-pass" (use of special access facilities to connect large end-users to long

distance networks) to avoid switched access charges

More recently, since local exchange markets became open to competition, and

large LECs "blended" with IXCs," bundling local and long-distance service

introduced a method of controlling switched access cost associated with end users

of all sized and segments (not just large business customers): Currently, the most

direct way for an INC to control its access cost is to acquire the end-user as a

local customer (thus, serving the end-user as both a LEC and an INC). This is

particularly effective in the CLECs markets: Most of the CLECs focus on

business markets, where customer acquisition is typically pro-active: CLEC's sale

representative calls potential end-users Because LECs proactively pursue

potential business customers, it is easy for a company such as AT&T (an INC and

CLEC) to selectively target business customers that are served by a LEC with

relatively high switched access rates. If the LEC's access rates are really

excessive in relation to the true cost of providing access, AT&T (as an example)

should be able to offer the end-user a local and long-distance package that would

bring access cost savings to AT&T. The higher the access rates of the LEC that

originally serves the end-user, the higher competition for this end-user from

competing providers of bundled locaV1ong-distance services. In other words

when setting its access rates, the LEC recognizes that the danger of setting rates at

In the sense that RBOCs entered the in-region interLATA long-distance markets and largest
IXCs were bought by largest ILE Cs
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high levels is the higher risk of losing the end-user to competitors. As a result

competition for end-users acts as a constraint on switched access rates

3 Q DID THE FCC CLEC ACCESS CHARGE ORDER ACKNOWLEDGE THE

SCENARIO IN WHICH AN INC CONTROLS ITS ACCESS COST BY

COMPETING FOR THE END USER IN THE LOCAL MARKET?

Yes. The FCC CLEC Access Charge Order said as follows

The Commission previously projected that, at least in the case of
originating access service, IXCs would likely enter marketing alliances
with LECs offering low-priced access service and would thereby be able
to exert downward pressure on CLEC access rates. The Commission even
raised the prospect that IXCs would themselves choose to enter the local
service market as a means of exerting downward pressure on terminating
rates. However, neither of these eventualities has come to pass, at least not
to an extent that has resulted in effective downward competitive pressure
on CLEC access rates

Recall that the above cited text dates back to April 2001 - the time frame that

predates the mega-mergers between RBOCs and largest IXCs. As I noted in my

direct testimony," both of these "eventualities" previously projected by the FCC

have come to pass as the INC and LEC segments of the industry are now

blended" together

21 Q DO TECHNOLOGICAL DEVELOPMENTS PROVIDE ADDITIONAL

MEANS FOR AN INC TO CONTROL ITS ORIGINATING AND

TERMINATING ACCESS COST?

CLEC Access Charge Reform Order, 1]32 (footnote omitted, emphasis added)

Denney Direct, p. 38
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Yes. Dr. Oyefusi brings up one such development, which is VoIP technology

Dr. Oyefusi claims that interconnected VoIP providers such as Vonage (VoIP

service that allow calls to and from public switched network) pay as little as

$0.0007 per minute to complete calls." Dr. Oyefusi fails to mention that AT&T

itself for years has been using VoIP services to cut its interconnection cost. For

example, AT&T (the INC) introduced residential VoIP service similar to

Vonage's service (AT&T CallVantage®) in 2004 - the year it also announced its

withdrawal from stand alone consumer (residential) long-distance market

While Internet news blogs reported that AT&T stopped offering AT&T

Ca1lVantage® service to new customers in 2008-2009 time frame," AT&T is

currently offering various other VoIP services to both residential and business

customers

Oyefusi Direct, pp, 18-19

See AT&T Form 10-K for 2004: "On July 22, 2004 we announced that we would no longer
be investing to actively acquire new mass market local and stand-alone long distance
customers." The same 10-K form also discusses the FCC orders surrounding intercarrier
compensation for VoIP traffic, including the FCC ruling against a petition AT&T filed in
October 2002, "holding that our long distance phone-to-phone [P telephony services are subject
to terminating access charges.... As a result of this ruling, we will begin paying terminating
access charges on our long distance phone-to-phone IP telephony calls." Regarding the FCC
ruling that services such as Vonage services fall within the interstate jurisdiction, AT&T's 2004
10-K form concludes that "[o]ur newer VoIP services fall within this description and as a result
will be subj act predominantly to FCC rules

See, for example, http://gigaom.com/2008/07/03/att-shuts-callvantage/. Indeed, the current
version of AT&T CallVantage web site (https://www.callvantage.att.com/) appears to cater
only to existing customers

See AT&T "VoIP" page (http://www.eorp.att.com/voip/), which offers "High speed Voice over
IP service for your home or business." It does not appear that AT&T offers these products in
Arizona
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1 Q DR. OYEFUSI ARGUES FOR MANDATORY REDUCTIONS TO CLECS

ACCESS RATES ON THE GROUNDS THAT UNDER FEDERAL LAW

IXCS CANNOT CHARGE GEOGRAPHICALLY DE-AVERAGED TOLL

RATES." PLEASE RESPOND

First, Dr. Oyefilsi admits that this federal regulation concerns interstate toll rates

and that on the intrastate side IXCs offer geographically averaged rates "as a

practical matter . to enable uniformity in billing." ' In other words, IXCs charge

uniform intrastate toll rate to cut their own billing cost

Second, Dr. Oyefusi does not see the double standard in his argument: The

prohibition of geographic De-averaging of toll rates has been implemented to

serve the public interest at large, apparently, the lawmakers found it appropriate

to spread the burden of varying long-distance and access cost across all

participants in the market. By contrast, the policies advocated by AT&T seek to

have CLECs alone shoulder the burden by denying them adequate compensation

for switched access services rendered

Third, while Dr. Oyefusi complains that (the geographically averaged) AT&T toll

prices in Arizona are lower than access rates of "some" Arizona LECs,°° he fails

to acknowledge that this result is a direct consequence of the geographically

Oyefusi Direct, pp. 21 and 23

Oyefusi Direct, p. 21 footnote 11

Oyefusi Direct, p. 27
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averaged rate design." When a toll price is set based onaverage cost, some data

points that compose this average would be above, but others would be below the

toll price. Indeed, if AT&T statewide toll price were set to cover access cost

associated with all LECs, including LECs with the highest access rates, AT&T

would be collecting abnormal profits from calls associated with "average" and

below average" L E C s

8

9

The Commission Should Also Establish the Terminating Rate for Intrastate
IntraMTA Wireless Calls

10

11 Q AT&T COMPLAINS ABOUT "TREMENDOUS DISPARITIES"`"' IN

INTERCARRIER COMPENSATION RATES PAID BY WIRELINE

C A R R I E R S VERSUS WIRELESS CARRIERS THAT CREATE

COMPETITIVE ADVANTAGE FOR WIRELESS LONG DISTANCE

sERvIcEs."'" PLEASE COMMENT

While the disparities definitely exist, AT&T's testimony fails to recognize that

AT&T is likely the biggest beneficiary of this disparity as one of the two largest

This result is also related to the fact that access costs constitute a large portion of overall toll

Aron Direct, p. 71

Id
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. . . 42 . . . .
wlreless carriers in the country. Yet, I agree that thls is a serious problem glven

the size of wireless industry: According to the FCC data, there are over 4.9

million wireless subscribers in Arizona," and only 3.1 million wireline access

1ines44 (including Qwest, other ILE Cs and CLECs). I estimate from the FCC

minutes of use data that intrastate wireless traffic in Arizona is approximately 32

billion minutes a year," while intrastate (non-local) traffic for norwest ILE Cs

and CLECs is approximately 1.4 billion minutes a year." Dr. Aron observed that

the majority of the state belongs to the same Major Trading Area ("MTA")

According to the most recent FCC report on Wireless Competition (13"' Report in WT Docket
No. 08-27 released on January 16, 2009 "FCC 2009 Wireless Competition report", p. 7 chart 1)
AT&T was the largest wireless company nationwide with over 70 million subscribers followed
by Verizon Wireless with 65 million subscribers (data for 2007). However, this ranking will
likely be reversed in the more recent reports that would account for the merger between Verizon
and Alltel (closed in 2009. According to the above mentioned FCC report, Alltel had over 13
million subscribers in 2007)

FCC Local Telephone Competition Report released July 2009, Table 14 (data as of June 2008)
The exact number is 4.935.640

Id., Table 7 (data as of June 2008)

Calculated as the number of Arizona wireless subscribers (4,935,640; from the FCC Local
Telephone Competition Report released in July 2009, Table 14) times average wireless minutes
per month (769 minutes, nationwide data for the second half of 2007 from the FCC 2009
Wireless Competition report, p. 7) times 12 months times percent of intrastate minutes in
wireless total minutes (71%, nationwide data for residential calling in 2007 from the FCC
Trends in Telephone Service Report released in August 2008, Table l1.4)

Calculated by using annual state (non-local) Dial Equipment Minutes ("DEMs") in 2000 (the
most recent year when DEM data was reported, data available at
http://www.fcc.gov/wcb/iatd/neca.html, "Network Usage by Carrier") and CLECs Arizona
current line counts. Specifically, total minutes is the sum of DEMs for all Arizona ILE Cs other
than Qwest in 2000 (488,129,559) plus CLECs intrastate (non-local) minutes calculated as
follows: Arizona CLECs access lines (1,128,827, data for June 2008 from the FCC Local
Telephone Competition Report, Table 7) t imes Qwest's Arizona state DEMs in 2000
(2,331,630,000) divided by Qwest's Arizona USF loops in 2000 (2,932,088, NECA data
available at http://www.fcc.gov/wcb/iatd/neca.html, "Universal Service Fund Data: NECA
Study Results")

Aron Direct, p. 41 (see also map of Arizona MTAs on p 43)
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meaning that the majority of the wireless intrastate traffic (32 billion a year) is

subject to reciprocal compensation rates

3 Q HOW ARE WIRELESS INTRAMTA RECIPROCAL COMPENSATION

RATES DETERMINED?

While the Commission has jurisdiction over these rates," it is my understanding

that the Commission has not addressed these rates in a systematic fashion

These rates are typically set in bilateral interconnection agreements between

wireless and landline carriers - zfthere is an interconnection agreement, which is

not always the case. Unfortunately, wireless coniers have refused to negotiate an

agreement, in which case the exchange of traffic is not compensated. Integra has

faced difficulty negotiating contracts with certain wireless carriers. This issue

likely affects not only Integra, but other CLECs and ILE Cs in Arizona. As noted

above, wireless market is significantly bigger than wireline market, and the traffic

is not in balance, meaning that a "bill and keep" arrangement does not provide

fair compensation to a wireline canter

A local exchange company cannot refuse to terminate wireless traffic. Therefore

in order to get fair compensation for terminated traffic its only option is to litigate

the case. Litigation is costly and inefficient not only for litigating carriers, but

also for the Commission (given the potential number of pairs "LEC-wireless

Aron Direct, p. 73 and Appleby Direct, p. 8

See my direct testimony, Denney Direct, p. 22

The Commission set reciprocal compensation rates for Qwest in cost docket No. T-00000A-00
0194. These rates would apply in situations involving termination to Qwest end users
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carrier"). Therefore, it makes sense for the Commission to set default termination

rates for wireless intraMTA traffic. Because the Joint CLECs propose that if the

Commission mandates CLECs access rate reductions, these reductions should be

based on cost," it is only logical that the Joint CLECs default rates for intraMTA

traffic termination be set at the same (cost-based) switched access level. Under

this design the rate for intraMTA traffic would be the same as the rate for

terminating intrastate switched access traffic, meaning that the "playfield" would

be leveled for wireless and wireless ling-distance services

9 Q PLEASE SUMMARIZE YOUR TESTIMONY ON INTRAMTA

WIRELESS TRAFFIC

Wireless intraMTA traffic in Arizona is by an order of a magnitude larger than

intrastate switched access traffic of ILE Cs and CLECs taken together. If the

Commission wishes  to "crea te a  level playing field for  a ll companies  in

Arizona"52 and/or address the "competitive advantages of wireless long distance

services the Commission should do so by tackling the five hundred pound

gorilla in the room - rates for intraMTA wireless termination over which it has

jurisdiction. The Commission should clarify that local exchange carriers are

entitled for compensation for intraMTA traffic from wireless coniers, and set

default compensation rates

Denney Direct, p. 8

Eckert Direct, p. 7

Aron Direct, p.71
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2 Issue 2. To what target level should access rates be reduced?

4 Anv Target Other Than The Carrier Cost is Arbitrarv

6 Q HAS ANY PARTY PRESENTED ACTUAL EVIDENCE THAT CLEC

ACCESS RATES ARE EXCESSIVE?

No, there has been no substantive evidence presented in this proceeding that

CLEC access rates are excessive or are not just and reasonable. The only

evidence" that parties typically cite (without regard to a particular group of

carriers) are the generic complaints that intrastate access rates are higher than

interstate rates." However, as correctly noted by Staff's Mr. Shand, "[i]nterstate

access charges are generally lower than intrastate access charges because of the

manner in which costs that have been allocated to interstate access are

recovered Here Mr. Shard refers to the monthly federal Subscriber Line

Charge ("SLC") that the FCC instituted to recover certain interstate access cost

(often referred to as "non-traffic-sensitive" cost) - a charge that is collected from

an end-user, rather than an INC. Currently, Qwest's federal SLC in Arizona is

$6.20 per line per month." When combined with Qwest's Arizona total interstate

access volumes and access lines, this SLC translates into a 2.6 cents charge per

Aron Direct, p. 83. Oyefilsi Direct, pp. 18-19

Shard Direct, p. 4

Qwest's TariffFCC No. 1, section 4.7.1
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minute." In other words. because the state access rate structure is different from

the interstate rate structure, to properly compare Qwest's interstate and intrastate

access rates, 2.6 cents per minute should be added to the interstate rate

Incidentally, because Qwest's composite intrastate access rate is believed to be

around 2.22 cents," it follows that Qwest's composite interstate access rate (when

recalculated on a per minute basis) is higher than its intrastate rate

TO CLARIFY YOUR LAST POINT: IF QWEST'S INTERSTATE SLC

SWITCHED ACCESS RATE IS CONVERTED TO A PER MINUTE

BASIS, WHAT WOULD BE QWEST'S COMPOSITE INTERSTATE

ACCESS RATE?

According to the FCC, Qwest's composite interstate access rate without SLC is

0.99 cent per minute, which includes both traffic sensitive (per minute) and non

traffic sensitive (per month) charges other than SLC." When SLC (2.6 cents per

minute) is added to this number, Qwest's total composite interstate switched

access rate on a per minute basis is 3.57 cents

Calculated as $6.20 divided by Interstate Access Minutes per Month per Line (which is Total
Annual Interstate Access Minutes (5,422,374,736) divided by USF Loops (1,910,999) divided
by 12 months, resulting in 240 minutes per month per line). Minutes and USF Loops data are

contained submissions available
http1//www.fcc.gov/wcb/iatd/neca.html , "Network Usage by Carrier" and "Universal Service
Fund Data:NECA Study Results

Shard Direct, p. 19

Source: the FCC 2009 Monitoring Report, Table 7.10, data for Qwest's 14-state territory, rates
effective between July 2009 and June 2010. Traffic sensitive portion is 0.79 cents, and non
traffic sensitive portion is 0.20 cents per minute. Note that the resulting aggregate rate (0.99
cents per minute = 0.79 + 0.20) is consistent with AT&T estimates for Qwest Arizona contained
in highly confidential Figure l of Aron Direct, p. 10
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1 Q SHOULD THE COMMISSION ALTER THE INTRASTATE ACCESS

RATE STRUCTURE TO INSTITUTE A PER LINE PER MONTH

CHARGE SIMILAR TO THE FEDERAL SLC?

No. Just because the FCC instituted this manner of cost recovery does not mean

that the Commission should follow suit. As correctly noted by Dr. Johnson,°" the

majority of non-traffic sensitive cost is what he calls "joint cost cost of

facilities shared by several services. Dr. Johnson discusses local loop as a typical

example of a "joint cost" facility - facility that is used by both local and toll

service He concludes that "[i]t makes no economic sense to impose the entire

cost of the access line, as part of the price of local service, on the particular end

user who requests installation of the line. Rather, it is appropriate to recover the

cost from all of the beneficiaries of that line--including the other local customers

in that city and the toll carriers that also benefit from the new line In other

words, just like my direct testin1ony,°' Dr. Johnson expresses an opinion that

IXCs/toll services should pay for the use of local loop that makes their services

possible

Johnson Direct, pp. 26-28

Id.,pp. 27-28

Id., p. 28

Denney Direct, pp. 61-63
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Further, as I explained in my direct testimony,64 current interstate rates were not

established based on cost, but were a result of negotiations where concessions on

unrelated issues were traded for access reductions

4 Q DR. OYEFUSI CLAIMS THAT INTERSTATE RATES ARE GREATER

THAN COST BECAUSE THE FCC'S COST BASED RATE IS $0.0007

IS THIS CORRECT?

No. The $0.0007 referred to by Dr. Oyefhsi came out of the FCC's ISP Remand

Order.°° The rate established by the FCC was not for interstate access traffic, but

dial up ISP traffic° ' and was not based on a cost study, but instead based upon a

rates agreed to by Level 3 as part of agreements with AT&T.°° Further, the FCC

recognized that carriers cost to deliver ISP traffic may exceed the $0.0007 rate

and specifically found "These rates do not, therefore, reflect the costs incurred by

any particular carrier for providing service to a particular customer

Denney Direct, pp. 31 -33

Oyefusi Direct, p. 44

In the Matter of Implementation of the local Competition Provisions in the Telecommunications
Act of 1996 and Intercarrier Compensation for ISP-Bound Traffic, CC Docket No. 96-98 and
CC Docket No. 99-68, Order on Remand and Report and Order ("ISP Remand Order"), released
April 27, 2001

ISP Remand Order, 111

ISP Remand Order, 'H 85

ISP Remand Order, 1] 80

ISP Remand Order, 1177
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1 Q DR. ARON REFERS TO RECIPROCAL COMPENSAT1ON RATES AS

EVIDENCE" THAT INTRASTATE SWITCHED ACCESS RATES ARE

TOO HIGH." PLEASE RESPOND

Reciprocal compensation is not a good "benchmark" for CLECs and RLECs

access rates for a number of reasons. First, reciprocal compensation involves

two-way/mutual exchange of local traffic between two local exchange carriers

If the traffic is in balance, it does not matter whether the reciprocal compensation

is zero or, as an example, 30 cents per minute. Because the exchange is directed

both ways, often can'iers agree to low or zero (bill and keep) rates. In contrast

switched access involves "one-way" exchange in the sense that an INC (an

intermediary) is using networks of two local exchange carriers. In the case of

reciprocal compensation for local traffic there is no intermediary carrier and

therefore, as an example, there is no need to allocate the cost of local loop

between "local" and "access" services (because only local service/local camlet

uses the loop during local call)

Further, reciprocal compensation is not a good "benchmark" for access rates

because there may be cost differences between the provision of local call

termination and access services. For example, from Qwest's UNE cost models

we know that Qwest uses different traffic measurement/billing systems (with

Aron Direct, p. 83

Page 25



ACC Docket Nos. RT-00000H-97-0137 and T-00000D-00-0-72
Reply Testimony of Douglas Denney

On behalf of Joint CLECs
February 5, 2010

different per minute cost) for access and local traffic." Other factors that drive

cost differences between access and local traffic include call duration and trunk

utilization. Finally, while Qwest's reciprocal compensation rates were indeed

established based on an investigation of its cost, these rates have nothing to do

with the cost incurredby other carriers (CLECs and RLECs) in Arizona

6 Q YOUR DIRECT TESTIMONY SUGGESTED THAT IF THE

COMMISSION DECIDES TO REVIEW CLECS ACCESS RATES, THE

STANDARD FOR THIS REVIEW SHOULD BE EACH CLEC'S COST

DO ANY PARTIES PROVIDE TESTIMONY IN SUPPORT FOR THE

NOTION THAT COST IS THE MOST APPROPRIATE STANDARD?

Yes. Mr. Shard proposes that CLECs have an option of filing a cost study if they

believe their cost is higher than the ALEC's cost (at which rates CLECs would be

capped under Mr. Shard's proposal)/5 Dr. Aron justifies AT&T proposal of

reducing intrastate rates to the level of interstate rates by saying that this proposal

would bring intrastate rates closer to cost Ms. Eckert (Qwest) provides

examples of states that cap CLECs access rates." As seen from Ms. Eckert's

citations to state rules, Connecticut, New York and Pennsylvania rules include

such cost justification of higher rates. Similarly, California rules also allow

See, for example, the ongoing Colorado docket No. 07A-211T, Qwest's March 4, 2009 filing
Direct Testimony of Christopher Viveros on behalf of Qwest, Exhibit CV-9, which contains
Qwest's local interconnection usage (reciprocal compensation) study

Shand Direct, p. ll

Aron Direct, pp. 82-83

Eckert Direct, pp. 8-9

Eckert Direct, pp, 8-9
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CLECs to justify rates in excess of the established benchmark (which is 10% over

the higher  of SBC or  Ver izon's  ra tes) by using the CLEC's actual cost

According to Mr. Price," Nebraska is another example of a state that, while

regulating CLECs access rates, also permits them to charge cost-justified rates

While it is not captured in Mr. Price's citations to state rules, Massachusetts

(which is on Mr. Price's list of states that cap CLECs access rates) also allows

exemption from the cap on CLEC access rates based on a cost showing. In
11

general, regulators' efforts to reform intercarrier compensation rates have been

aimed at bringing rates closer to cost (not further from cost). For example, just

last month the FCC Commissioner Clybum said "Intercamler compensation

reform should include harmonizing interstate and intrastate interconnection rates

and those rates should be just and reasonable and reflect the actual costs to use

the nehvorks

See California Public Utilities Commission Decision 07-12-020 in Rulemaking 03-08-018 dated
December 6, 2007, 2007 Cal. PUC LEXIS 609, *24: "The Commission may authorize intrastate
access charges higher than these caps upon a showing, supported by a detailed cost-of-service
study, that a competitive cannier's actual costs exceed the caps adopted in today's decision

Price Direct, p. 16

See Massachusetts Department of Telecommunications and Cable, D.T.C. 07-9 Order On
Motion For Reconsideration And Clarification dated December 7, 2009, p. 21: "a CLEC will be
subj act to the rate cap (once effective) unless and until the Department determines, based on a
cost filing, that it is reasonable for the CLEC to charge switched access rates above the rate cap

See Prepared Remarks of FCC Commissioner Mignon L. Clybum, OPASTCO's Winter
Meeting, San Diego, CA, January 25, 2010 (emphasis added)
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1 Q HAS VERIZON ARGUED THAT ACCESS RATE REDUCTIONS NOT

BASED ON A CARRIER'S COST ARE CONFISCATORY AND THUS

ILLEGAL?

Yes. Verizon recently filed for a stay of the New Jersey Board of Public Utilities

decision to "dramatically reduce [Verizon's] access charges Verizon argues

that a LEC must be permitted to "recover the costs it incurs to provide [regulated]

services, along with a constitutionally adequate return of and on investments

needing to provide such services Verizon argues that a regulator cannot look

to services in an unregulated, competitive market in order to "ensure that diode

services produce a sufficient return to make up for any shortfall from the services

the regulator does control In other words, Verizon is saying that it would be

inappropriate for a commission to set CLEC access rates below cost and expect

CLECs to pass those rate reductions onto its customers in the competitive retail

market. A copy of Verizon's request is attached to this testimony as exhibit DD

In the Matter of the Board's Investigation and Review of Local Exchange Canter Intrastate
Exchange Access rates, BPU Docket No. TX08090830, Emergent Application for a Stay of the
Board's Access Charge Order, ("Verizon Stay Request"), February 3, 2010, p. 1

Verizon Stay Request, p. 1

Verizon Stay Request, p. 4
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1

2

If Cost is Not Used to Set Access Rates, then for CLECs Competing in the Qwest
Territorv.. Qwest's 1999 Access Rates Should be Used

4 Q- YOUR DIRECT TESTIMONY PROPOSED THAT IF THE COMMISSION

ELECTS TO ESTABLISH A BENCHMARK FOR CLEC ACCESS RATES

OTHER THAN COST, THE BENCHMARK SHOULD BE QWEST'S

INTRASTATE ACCESS RATE FOR 1999. DID OTHER PARTIES

DIRECT TESTIMONY CONTAIN ANY SUPPORT FOR THIS

PROPOSAL?

Yes. Dr. Aron, when discussing the FCC 2001 CLEC Access Charge Order that

capped CLECs interstate access rates, provides the following citation from 1] 37 of

this order

[The FCC found] persuasive the INC arguments that it is highly unusual
for a competitor to enter a market at a price dramatically above the price
charged by the incumbent, absent a differentiated service offering

The significance of the above citation is that the argument that persuaded the FCC

was focusing on price differentials between the incumbent and competitive

coniers at the moment 0fentry. This citation is consistent with my proposal to use

Qwest's 1999 intrastate switched access rates as a benchmark for CLEC rates: As

I explained," the 1999 time frame was the time period when most CLECs were

Aron Direct, p. 87

Denney Direct, p. 49
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entering the competitive market. These rates would have been considered when

CLECs made the determination on whether they could enter and compete in local

markets. Further, the Qwest access rates in 1999 time reflected the price Qwest

thought it needed to charge for access, before buying down that price with a

subsidy from revenue earned from other services (Basket 3 services). The

changes which followed to Qwest's access rates were the result of a series of

revenue neutral settlement agreements entered into by Qwest for Qwest's benefit

changes that CLECs cannot (on the revenue side) mimic. I also noted that most

CLECs have rates that are similar to the rates that existed for Qwest in 1999

11 Issue 3. What procedures should the Commission implement to achieve the
desired reduction in access rates?

14

15

Reduction in Access Rates Should be Implemented Graduallv to Allow LECs
Adequate Opportunitv to Adjust Their Business Plans

17 Q. YOUR DIRECT TESTIMONY PROPOSED THAT IF THE COMMISSION

DECIDES TO MANDATE ACCESS RATE REDUCTIONS FOR CLECS

THE TRANSITION PERIOD SHOULD BE AT LEAST 8 TO 10 YEARS

DO ANY PARTIES ADDRESS THE DANGERS OF SUDDEN CHANGES

IN RATES AND COST SHIFTING?

Denney Direct, p. 49

Denney Direct, p. 13
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Yes. Dr. Johnson comments on the dangers of sudden rate changes throughout

his testimony. For example, Dr. Johnson states, "the arguments in favor of drastic

cost shifting tend to be inconsistent with both economic theory and common

sense Dr. Johnson addresses the issues of sudden rate changes as harmful to

competition by noting as follows: "it is also important to carefillly evaluate the

potential consequences of proposed realigmnents of telecommunications prices at

this stage in the effort to transition toward a more competitive market. While

reducing access rates may benefit some carriers, the policy changes being

advocated in this case won't necessarily help new entrants gain a foothold in the

market, and there may be unintended consequences of such a policy, which may

make further progress towards effective competition less likely to be achieve in

some markets

13 Q THE PARTIES GENERALLY PRESUME THAT CLECS CAN INCREASE

THEIR END-USER PRICES TO COMPENSATE FOR MANDATED

ACCESS RATE REDUCTIONSF" IS IT AN ACCURATE PRESUMPTION

IN ARIZONA?

No. First, as I noted in my direct testimony, CLECs are small carriers (when

compared to Qwest, their incumbent competitor) operating in competitive end

Johnson Direct, p. 8

Johnson Direct, p. 25

For example, Mr. Price (Verizon) claims on p. 4 that "CLECs already have unfettered retail
pricing flexibility because they are not subject to rate regulation and may price their retail
services as they wish
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user markets, and therefore, are price takers in the end-user markets." As such

CLECs cannot simply offset ordered access rate reductions by a "revenue neutral

increase in their end-user local rates because their biggest competitor, Qwest

would not be subject to access rate reductions and therefore, would not be

increasing local rates. Competitive markets mean that all carriers (CLECs and the

ILEC, Qwest) charge essentially the same "market rate." If the current market

rate for local business line is $25 per line per month (as an example), but

tomorrow the Commission mandates CLECs access rate reductions, CLECs

would not be able to compensate lost access revenues through higher local rates

A CLEC cannot charge a rate of $30 per line per month because its end-users

would simply migrate to Qwest (who continues to offer the rate of $25 per line

per month). Dr. Oyefusi recognizes this when he testifies, "CLECs did not and do

not have market power in retail local services

Second, I also explained in my direct testimony that CLECs serve primary

business markets and typically have long-term contracts with their business

customers Because the prices that CLECs charge end-users are typically fixed

for the term of the end-user agreement, CLECs may not be able to immediately

increase end-user prices for existing term customers to compensate for lost access

revenue

Denney Direct, p. 9. I am stressing here "end-user market" to clarify that the issue of the alleged
market power in the access markets is not important here

Oyefusi Direct, p. 23

Denney Direct, p. 52
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Third, contrary to the claims of Mr. Price that "CLECs already have unfettered

retail pricing flexibility because they are not subject to rate regulation and may

price their retail services as they wish Arizona-specific rules do not allow

CLECs to simply increase their end-user rates as they wish. Instead, CLECs end

user services are tariffed, and the rates are subj et to maximum ceilings contained

in these tariffs." In order to increase the maximum ceiling, a CLEC would have

to obtain permission firm the Commission. Before the CLEC can file the

application to obtain this permission, it must notify customers of the planned rate

increase. In other words, even if the Commission permits to increase in

maximum rates, obtaining the permission will take time given that the

Commission may request additional information, and could schedule a hearing on

the rate increase

13 Q WHAT WAS THE LENGTH OF THE TRANSITION PERIOD IN

QWEST'S INTRASTATE ACCESS RATE REFORM?

Qwest had a period of approximately six years to reduce intrastate access rates to

their current levels. Over this time period Qwest made four reductions in

intrastate access rates

Price Direct, p. 4

See Arizona Rule R14-2-1109

See Arizona Rule R14-2-1110
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During the 1999 price cap docket97 Qwest entered into a settlement in October

2000 to reduce intrastate access rates. This settlement was approved on March

30, 2001 and rate reductions took place in three equal steps over a three year

period beginning April 1, 2001. Qwest agreed to further access reductions as
925

part of a settlement in the 2003 price cap docket." This settlement was filed in

August 2005 and the Commission approved the settlement on March 23, 2006

Access rate reductions took effect on April 1, 2006. If the Commission decides

to mandate CLECs access rate reductions, the transition period applicable to

CLECs should be no shorer than Qwest's transition period

11 Issue 4. Should carriers be permitted to contract for access rates that differ from
their tariffed rates?

14 Carriers Should be Required to Pav Tariff Access Rates

In the Matter of the Application of U S WEST Communications, Inc. for a Hearing to Determine
the Earnings of the Company for Ratemaking Purposes, to fix a Just and Reasonable Rate of
Return thereon and to Approve Rate Schedules, Docket No. T-0105lB-99-0105, Opinion and
Order, ("1999 Price Cap Order"), March 30, 2001

Qwest was able to make revenue-neutral rate increases to offset the access reductions.
Denney Direct, pp. 20-2 l

In the Matter of Qwest Corporation's Filing of Renewed Price Regulation Plan, Docket No. T
0105113_03_0454, Opinion and Order, ("2003 Price Cap Order"), March 23, 2006

See
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1 Q MR. SHAND PROPOSES TO ALLOW CONTRACTS BETWEEN CLECS

AND IXCS THAT CONTAIN LOWER THAN TARIFFED ACCESS

RATES. MR. SHAND PROPOSES THAT THESE CONTRACTS ARE

FILED WITH THE COMMISSION AND BE AVAILABLE TO

SIMILARLY SITUATED CARRIERS.""' PLEASE RESPOND

First, the Commission should clarify that IXCs are required to pay tariffed access

rates. The Commission must affine that IXCs are prohibited from engaging in self

help (i.e.withho1ding payments for access charges based on filed rates) as a

means of forcing a CLEC to "agree" to reduce rates for that INC. Second, LECs

should be allowed to enter into contracts for rates that differ from the tariffed

rates. Further, the Joint CLECs are not opposed to Mr. Shard's proposed

requirement that contracts containing rates that differ from tariffed rates be filed

with the Commission

14 Issue 6. How much of access cost recovery, if any, should be shifted to end users
What showing should be required for such a shift? What should be the
role of "benchmark" rates and how should benchmarks be set?

18 AT&T Projections of the Alleged End User Savings from Access Rate Reductions
are Overstated

Shand Direct, pp. 3-4
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1 Q DR. ARON PRESENTS VARIOUS DATA INTENDED TO CONVINCE

THE COMMISSION THAT ACCESS RATE REDUCTIONS WOULD

NECESSARILY TRANSLATE INTO LOWER TOLL PRICES AND

SAVINGS TO END USERS. PLEASE COMMENT

While I do not dispute that there is a correlation between access rates and toll

prices, I do not agree that this correlation would necessarily bring savings to

Arizona end users. There are a number of flaws in Dr. Aron's analysis that result

in a misleadingly optimistic picture of consumer benefits from the envisioned

access reductions. First of all, Dr. Aron's analysis neglects to account for

increases in local service charges and USF surcharges that would be necessary

to replace lost access revenue. If historical changes in toll prices are looked at

next to historical changes in local rates and surcharges, it becomes clear that the

two are pair of a "zero-sum game." The following chart, which depicts Consumer

Price Indices ("CPIs") of Local and Long-Distance telephone service nationwide

as well as telephone service in aggregate, makes this point

Aron Direct pp. 55 - 67
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As shown in the above chart, while toll prices have been falling in the last ten

years, local service prices have been increasing, and the price index of

aggregate" telephone service was relatively stable. Therefore, while access rate

r e d u c t i o n s  m a y  b r i n g  s a v i n g s t o  l o n g - d i s t a n c e c u s t o m e r s ,  l o c a l  c u s t o m e r s  ( m a n y
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of which would not be the same as long-distance customers) would see increases

in their local service expenditures

The second flaw in Dr. Aron's analysis is that she does not separate residential

markets from business markets. Recent price trends in residential and business

markets have been quite different (despite the fact that the same access rates apply

to business and residential calls), as can be seen from the toll price index data

collected by the U.S. Bureau of Labor Statistics ("BLS") These data are

presented in the following chart

Dr. Aron attempts to address this issue on pp. 97-98 of her testimony by citing an old academic
paper that examined the dynamics of telephone penetration rates, local and toll prices between
1984 and 1990. According to Dr. Aron, this paper found that "rate rebalancing" (between toll
and local prices) resulted in increased telephone penetration during the period studied (1984
1990). While this result may indeed have been suggested by the old data, its relevance to
current markets is highly questionable because of the drastic changes in toll prices that happened
since that time. Specifically, based on the FCC data (the FCC 2008 Trends in Telephone Service
Report, Table 13.4), while current (2006) Average Revenue per Minute ("ARPM") for interstate
and international calls is around 7 cents, it was 30 cents in 1984 (when measured in then-current
dollars; this is equivalent to 63 cents a minute when measured in 2006 dollars) and 20 cents in
1990 (or, equivalently, 31 cents in 2006 dollars). It is unreasonable to draw parallels between
one market where a price dropped from 63 to 31 cents a minute and another market where the
initial price is only 7 cents

Here I use the BLS's Producer Price Indices ("PPIs") rather than Consumer Price Indices
because the former exclude taxes and surcharges, and as such, present a more appropriate
measure of "raw" toll prices
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As captured in the chart above, interstate residential toll prices increased between

the end of 2003 (the "baseline" period in the BLS data for which the index is set

to 100) and present by almost 1.8 times Yet, as shown in Dr. Aron's Figure 5

on page 59 interstate access rates have been roughly at the same level since

The index for December 2009 is 175.6, which, as all BLS price indices, is a preliminary measure
subject to revisions four months alter its initial publication. The most recent "non-preliminary
index is for August 2009, which is 174.9

As a side note. there must be an error in Dr. Aron's chart. Dr. Aron's chart shows that the
interstate long-distance price (Average Revenue per Minute ("ARPM")) dropped in 2006
However. a review of the referenced source of the data on this chart (Table 13.4 of the FCC
2008 Trends Report) shows that this data point is incorrect, and the ARPM in 2006 should be at
the same level as the ARPM in 2005 ($0.06). Further, the more recent FCC Monitoring Report
for 2009. Table 7.6 contains the ARPM data on interstate calls for 2007, which is $0.07 per
minute
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2003. Clearly, the dramatic increases in interstate residential toll prices between

2003 and present cannot be explained by changes in interstate access rates

Further, the above chart shows that while intrastate residential toll prices also

increased, rates for business toll service have been falling. Therefore, combining

residential and business toll markets into one measure (as done in Dr. Aron's

analyses) would create a misleading appearance of relatively stable"'° toll rates

The distinction between residential and business toll market is important because

of the different levels of competitive pressures (incentive to decrease price) that

exist in these markets. Arguably, competition in residential markets in Arizona is

s ignificant ly smaller  than compet it ion in business  markets Weaker

competitive pressures mean that long-distance carriers have fewer incentives to

pass through their access cost savings to residential end-users

The third flaw in Dr. Aron's analysis is that her regression-based projections of

alleged consumer savings (19 to 42% ) do not account for the manner in which

AT&T sets its long-distance pricing. As I noted in my direct testimony

residential markets AT&T offers the same in-state calling plans in different states

Current price index for the combined business and residential toll service is only 110, or
equivalently, 1.1 times higher than this index at the end of 2003 (see BLS Index for "Public
Switched Toll Service", series ID PcU5l71102, data for December 2009). This result is due to
the fact that business segment of toll market is larger than the residential segment

According to the FCC 2008 Trends Report, Table 9.6, in 2007 (the most recent data available)
Qwest dominated the long-distance residential market in the West (its 14-state serving territory)
with 46.9% share in intraLATA direct-dialed minutes and 53.8% share in direct-dialed
interLATA minutes. AT&T share in both segments was 2.2 and 2.1% correspondingly

Aron Direct, p. 65

Denney Direct, pp. 64-65
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(such as the "10 cents a minute plan with a $2.99 monthly fee ), with the only

difference between states being an "in-state connectivity fee," which is currently

$1.49 per month in Arizona. Therefore, unless AT&T abandons its practice of

uniform (across states) pricing, Arizona's residential consumers can at most

expect  an eliminat ion of the in-sta te connect ivity fee ($1.49 per  month)

However,  this maximum savings is the upper boundary and is  l ikely too

optimistic because, as I noted in my direct testimony, even in "low access cost

states such as Nebraska AT&T has the in-state connectivity fee, and this fee in

Nebraska is even higher than the Arizona in-state connectivity fee

DO YOU HAVE ANY OTHER COMMENTS ABOUT DR. ARON'S

FORECAST OF ARIZONA TOLL PRICE REDUCTIONS STEMMING

FROM AT&T PROPOSED ACCESS RATE REDUCTIONS?

Yes. Dr. Aron makes this forecast based on the nationwide data of intrastate toll

and access rates depicted in her Highly Confidential Figure 6 Dr. Aron

provided the underlying data for Figure 6 in response to Joint CLEC Discovery

Request 1.1 This data set - while appropriate in an academic study, is too

broad for the specific purpose of this case (evaluating proposals to reduce access

rates) as it includes a large number of observations for which intrastate access

See AT&T web site at http://www.shop.att.com/plancomparison.jsp

I d

Aron Direct, p. 61

This data set contains annual observations for 50 states between 2004 and 2008. Dr. Aron's
regression model assumes that access cost affect toll rates with a lag of one year. As a result, Dr
Aron's regression data set contains in a total of 200 observations (=50 states times four years of
data)
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costs are significantly higher than Arizona access rates. Much more appropriate

for this case is the examination of data points that correspond to "low" access

rates. Specifically, because AT&T's proposal is to set Arizona intrastate rates at

interstate rates Dr. Aron's analysis should have focused on data points that

approximate AT&T's proposal. Based on Dr. Aron's Highly Confidential Figure

7,115 AT&T interstate per minute access cost in Arizona is slightly under

***BEGIN HIGHLY CONFIDENTIAL END HIGHLY

CONFIDENTIAL***. Examination of Dr. Aron's intrastate toll and access rates

data  under lying her  Highly Confidentia l Figure 6 shows that  currently

***BEGIN HIGHLY CONFIDENTIAL END HIGHLY

CONFIDENTIAL*** intrastate  access  rates as low as AT&T's proposal

Further, while there ***BEGIN HIGHLY CONFIDENTIAL

END HIGHLY C0NF1DENT1AL***

out of 200 observations in Dr. Aron's data set for which intrastate access cost is

below the AT&T proposal for Arizona, toll rates that correspond to ***BEGIN

HIGHLY CONFIDENTIAL

Oyefusi Direct, p. 4

Aron Direct, p. 63

Here "currently" means the most recent data point in Dr. Aron's data set, which is year 2008

Here "intrastate rates" mean AT&T average intrastate access cost contained in the data
underlying Figure 6 that was provided in response to Joint CLEC Discovery Request 1.1
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END HIGHLY CONFIDENTIAL*** are not that different from Arizona toll

rates, especially when considering the difference in access costs

3 Q A NUMBER OF PARTIES. INCLUDING STAFF VERIZON

ALECA PROPOSE THAT ALL INTRASTATE ACCESS RATES BE

SET TO OR CAPPED AT QWEST'S INTRASTATE ACCESS RATES

CAN YOU EVALUATE THIS PROPOSAL BASED ON DR. ARON'S

NATIONWIDE INTRASTATE TOLL AND ACCESS RATE DATA THAT

UNDERLY HER FIGURE 6?

Yes. Qwest's composite intrastate access rate in Arizona is believed to be

$0.022 Based on Dr. Aron's data set of nationwide access and toll rates, there

a re ***BEGIN HIGHLY CONFIDENTIAL END HIGHLY

CONFIDENTIAL*** observations (out of 200) with intrastate access rates at or

below Qwest's Arizona intrastate access rates. The average intrastate toll price

that correspond to these observations is ***BEGIN HIGHLY

CONFIDENTIAL END HIGHLY CONFIDENTIAL***, which is

very close to Arizona's current intrastate toll price of ***BEGIN HIGHLY

CONFIDENTIAL END HIGHLY CONF1DENT1AL***. In other

Toll rates were as follows: ***BEGIN HIGHLY CONFIDENTIAL

END HIGHLY CONFIDENTIAL***. Year 2008 is the most
recent data point

Shard Direct, p. 26

Price Direct, p. 3

Meredith Direct, p. 7

Shard Direct, p. 19
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words, while there are states with intrastate access rates that are capped as low as

Qwest's Arizona intrastate access rates, intrastate toll prices in these states are on

average the same as intrastate toll prices in Arizona (and in a number of these

states -- higher than toll prices in Arizona) - which further highlights my point

that Dr. Aron's projected savings to long-distance customers from the proposed

access reductions are highly doubthll

7 Q DOES THIS CONCLUDE YOUR TESTIMONY?
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INTRODUCTION

3 Q- PLEASE STATE YOUR NAME AND BUSINESS ADDRESS

My name is Douglas Denney. I work at 1201 NE Lloyd Boulevard, Suite 500

Portland, Oregon

6 Q ARE YOU THE SAME DOUGLAS DENNEY WHO PREVIOUSLY FILED

TESTIMONY IN THIS PROCEEDING?

Yes, I filed direct testimony on December 1, 2009 and reply testimony on

February 5, 2010

10 Q, DO YOU HAVE ANY CORRECTIONS TO YOUR REPLY TESTIMONY?

Yes. On pages 43-44 of my reply testimony I evaluated Staffs proposal that all

intrastate access rates be capped at Qwest's intrastate access rates by using Dr

Aron's nationwide intrastate toll and access rate data. I observed from Dr. Aron's

data that while there were states with average intrastate access rates as low as

Qwest's Arizona intrastate access rates, average intrastate toll prices in those

states were on average the same as intrastate toll prices in Arizona. In other

words. the data Dr. Aron offers does not show a correlation between lower access

rates and lower intrastate toll prices. While this observation requires no

correction, statistics underlying divs conclusion that I quoted on page 43 lines 11

and 15 require minor corrections corrections that only re-enforce my

The numbers presented in my reply testimony are based on a count of observations that are
strictly below Qwest's Arizona intrastate rates, while the intention was to count of observations
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conclusion. Specifically, based on Dr. Aron's data set of nationwide access and

toll rates, there are ***BEGIN HIGHLY CONFIDENTIAL _ END
HIGHLY CONFIDENTIAL*** observations (out of 200) with intrastate access

rates at or below Qwest's Arizona intrastate access rates. The average intrastate

toll price that correspond to these observations is ***BEGIN HIGHLY

CONFIDENTIAL END HIGHLY

CONF1DENTIAL***, which is the same as Arizona's current average intrastate

toll price

9 Q- WHAT IS THE PURPOSE OF THIS TESTIMONY?

The purpose of this testimony is to respond to selected issues raised in reply

testimonies of other parties as they relate to the issues and positions of the Joint

CLECs as outlined in my direct and reply testimonies. Like my direct and reply

testimonies, this testimony is organized by issue as they were outlined in the

procedural order

15 Q- PLEASE SUMMARIZE YOUR TESTIMONY

No party has demonstrated that Joint CLEC access rates are unjust or/and

unreasonable or above cost. A strategic effort by interexchange carriers ("IXCs")

to avoid the cost of using local exchange carrier ("LEC") networks is not

justification to reduce intrastate access rates in Arizona. There is no reason to

require Joint CLECs to reduce their intrastate access rates at this time

that are below or equal to Qwest's Arizona intrastate rates

Procedural Order, September 29, 2009, pp. 4-5
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Evaluating whether rates are just and reasonable cannot be accomplished by

simply comparing rates charged by different carriers or even the same carriers in

different states, where different markets and regulation may apply, or where

incumbent local exchange carriers ("ILE Cs") were permitted to shift revenue

recovery in exchange for reductions in access rates. The only valid comparisons

are to the cost of INC alternatives to switched access charges and ultimately to the

underlying cost of switched access service. The INC testimony generally

dismisses the alternatives available to it, such as competing for the end user

customer or purchasing facilities, such as special access, to by-pass switched

access. They ignore these alternatives because, by comparison, these alternatives

demonstrate that the Joint CLEC access rates are well within reason. IXCs

similarly ignore the special access alterative because evaluating that alternative

would draw attention to rates that are multiple times economic cost. Further

INC's proposals are not based on cost, but instead advocate rates that are equal to

Qwest's intrastate or interstate rates. The INC testimony ignores differences

between business and residential customer networks that may explain real cost

differences and instead proposes a one-size-fits all approach for every carrier in

the state of Arizona

To the extent the Commission elects to reduce CLEC access rates at this time, the

Joint CLECs propose that reductions be phased in gradually to minimize the

impact to CLECs and their end user customers
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A summary of the Joint CLEC proposals is more fully outlined in my rebuttal

testimony

ISSUES POSED BY THE PROCEDURAL ORDER

4 Issue 1. What carriers should be covered by access reform?

5 Joint CLEC Access Rates are Just and Reasonable

6

7 Q DOES THE STANDARD "JUST AND REASONABLE" IMPLY THAT

RATES SHOULD BE EXACTLY THE SAME FOR ALL PROVIDERS?

No. Dr. Aron assumes that telecommunications services are a simple, single

10 product commodity and then expects a textbook ideal (absolute equality of rates)

to result. However, in reality telecommunications is a complex, Multiproduct

environment that does not fit within that simplified model. Even if we look at the

long-distance industry (one subset of telecommunications services), which Dr

Aron heralds for its "competitiveness," we find significant rate variations. For

example, while AT&T residential calling plans charge 10 cents per minute for

interstate calling with a $2.99 monthly fee, other carriers may charge only $289 Z 5 41

cents per minute with lower monthly fee." AT&T residential long-distance rates

are four times higher that rates of some of its competitors - which is a much

bigger gap than the gap between the Joint CLEC and Qwest intrastate access

Denney Reply, pp. 3-6

Based on http://www.saveonphone.com/, a number of carriers charge a rate of 2.5 cents per
minute for interstate calls I verified the charges o f  one of  them , UniTel
(https://www.unitel,qroup.com/rates.asp), which service is available in Arizona
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rates. This example illustrates dirt in real life prices may vary because companies

operate in multi-product markets and different market niches, have various

geographical footprints, and have unique cost structures

While Qwest operates in both residential and business markets, the Joint CLECs

focus on the business markets. A larger portion of network cost is traffic sensitive

for a business customer, when compared with a residential customer: Network

resources necessary to serve a typical residential customer would constitute one

voice channel" (channel that remains idle most of the day), while network

resources necessary to serve one business customer are often sized based on usage

of a particular customer - the more calls the business makes and receives, the

more "voice channels" it would require. The number of business lines ("voice

channels") associated with a business customer often exceeds of the number of

loops sewing that business location. In addition, these voice channels can often

come at the expense of "data channels i.e. more voice usage can mean less

usage available to data. As a result, the loop costs associated with the portion of

the network used to serve business customers is often traffic sensitive, which is

less likely to be the case for residential customers. It follows that business

customers impose higher network (and access) costs on the serving LEC

As incumbent local exchange carriers, Verizon and AT&T take full advantage of this economic
reality by charging different rates for the same "service" - unbundled loops. In setting TELRIC
rates, Commissions recognize that differences in density, geography, etc. cause the ILEC to
have different costs amongst and between themselves, and in fact they have up to three separate
costs for the same service within a single state. Yet, for switched access, the INC affiliates of
these entities are effectively telling the Commission that it should ignore those factors in
determining just and reasonable rates for CLECs
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compared to residential customers (even on a "per voice channel basis"). Dr

Aron's testimony that the "costs of the loop are independent of the usage on the

loop, and most important,are dedicated to a particular customer,"" is inconsistent

with the way businesses order and use service in today's environment. For many

business customers, the relationship between the user of a telephone line and the

loop sewing the business is not one-to-one as it typically is for a residential

customer. Failure to recognize this fact, denies proper usage based cost recovery

Additionally, even if Qwest's access rates were set at cost, because Qwest's

cost/rates would be averaged across business and residential markets, these rates

would likely under-recover access cost of sewing just business markets

11 Q WHAT IS YOUR RESPONSE TO DR. ARON'S AND DR. OYEFUSI'S

ARGUMENT THAT LECS POSSESS MARKET POWER IN ACCESS

SERVICE?

It is significant that AT&T witnesses prefer the term "market power," rather than

a much stronger term "terminating (or originating) monopoly. "Market power
996

is not the same as "monopoly," and to a certain extent market power is present in

most real world markets (as opposed to the extreme textbook ideals of "perfectly

competitive" and "monopoly" markets). Possessing a certain degree of market

Aron Reply, p. 36

This argument is addressed in detail in Aron Reply, pp. 12-20. Dr. Oyefusi's Reply testimony
(pp. 3-6) re-iterates conclusions made in Dr. Aron's testimony but lacks the specifics arguments
made by Dr. Aron. Therefore, I address this issue by focusing on Dr. Aron's specific arguments
and analysis

In her analytical discussion on pp. 12-20, Dr. Aron uses the term "monopoly" only when citing
the FCC language

Page 6

I I I lllllllllll lllll IIII I III'



ACC Docket Nos. RT-00000H-97-0137 and T-00000D-00-0-72
Rejoinder Testimony of Douglas Denney

On behalf of Joint CLECs
March 5. 2010

power is not the same as exploiting market power, is not the same as having a

monopoly and is certainly not the same thing as charging unjust or unreasonable

rates

To judge whether market power has been abused, one would have to look at

margins (the degree by which price exceeds cost) and compare them to other

margins observed in the industry. As I noted in my direct testimony," for other

services where ILE Cs allege they face market pressures, such as special access

service, it is a common practice for regulators to allow rates that are many

multiples of cost (triple- and quadruple-digit margins).'" Further, as I noted in my

reply testimony," if CLECs had sufficient market power to unilaterally impose

any access rate, their access rates would likely have been much higher: For

example, CLECs could have set their access rates at the level of Arizona RLECs

some of which are as high as 27.8 cents a minute." Instead, the Joint CLECs

composite terminating access rates are in the vicinity of 4 to 5 cents

Dr. Aron says that AT&T (the CLEC) has not reduced its access rates because it

does not want to "leave money on the table,"" which would be "irresponsible to

Denney Direct, pp. 44-47

This point was the reason I brought up the issue of special access in my direct testimony. Dr
Oyefusi's Reply testimony (p. 30) appears to miss this point and misrepresents my testimony by
suggesting that I am trying to make the issues of FCC's Triennial Review Order and Triennial
Review Remand Order an Arizona matter. Further, Dr. Oyefusi is incorrect that special access is
a federal issue (Oyefusi Reply, p. 30) because Arizona intrastate special access is an issue of the
Arizona Commission

Denney Reply, p. 10

Shand Direct, Exhibit WMS-l (Southwestern)

Aron Reply, p. 40
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its shareholders. Yet, AT&T's (the CLEC) terminating access rates are in the1314

same range as the Joint CLECs rates rather than at the levels of Arizona

RLECs. So there must be some market constraints that prevented (i.e

constrained) AT&T (and the joint CLECs) from setting their intrastate access

rates at significantly higher levels, such as the rates of Arizona RLECs

6 Q DR. ARON ARGUES THAT LECS POSSESS MARKET POWER IN

ACCESS SERVICE ON THE GROUNDS THAT IXCS CANNOT PRICE

TOLL SERVICES SO AS TO PASS ACCESS CHARGES ON END

USERS_1° PLEASE RESPOND

Dr. Aron's argument is two-prong. First, she claims that IXCs do not have

systems in place to inform the end-user about access cost associated with a

particular ca11.17 Putting these systems in place would not require a technological

revolution: For example, receiving a real-time message about a call is not science

fict ion but current practice: (1) pre-paid calling card users may be given

information about the "budgeted" call duration, (2) subscribers to the "call

waiting" feature receive information about the party that is calling the subscriber

While Table 1 from my Direct and Reply testimony (pp. 19 and 2 correspondingly) shows
AT&T composite rate as being $0.04223, AT&T data response to JCLEC 1-16 (question about
Arizona intrastate switched access rates that AT&T (TCG) charges its affiliates) quotes a
slightly higher number at $0.047724. In a supplemental response to this data request AT&T
notes that it had been erroneously charging its affiliates a rate for intrastate intraLATA traffic
that is lower than $0.047724, and that this error has been corrected. It follows that Table 2 on
page 39 of Dr. Aron's Direct testimony (table that contains CLECs composite access rates
derived from billing data) contains a incorrectly low number for AT&T (the CLEC)

Aron Reply, pp. 12-20

Aron Reply, pp. 13-15
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while he or she is talldng to somebody else, and (3) wireless users may be

informed in the middle of the call that they entered a roaming area where higher

charges apply

Second, Dr. Aron claims that provisions of section 254(g) of the federal

Telecommunications Act preclude IXCs from pricing intrastate toll services in

relation to access cost. A plain reading of section 254(g)"' and the corresponding

federal rules (47 C.F.R. §64.1801 ") suggest that Dr. Aron's interpretation is too

broad. The rules focus on the difference between urban and rural toll rates

which is not "the dimension" of the discussion about CLECs access rates. While

adopting 47 C.F.R. §64.1801, the FCC noted as follows

Different rate structures may satisfy our rule. For instance, we
believe that carriers that offer their customers rates based on
reasonable differences in duration, time of day, and mileage bands
will satisfy their obligations under Section 254(g) to provide
geographically averaged rates between subscribers in rural and
high-cost areas and subscribers in urban areas... Although we do
not specify any particular alternative approaches, we believe there
may be other rate schemes that are consistent with the statute's
geographic rate averaging requirement. We do not believe that

Section 254(g) says as follows: "INTEREXCHANGE AND INTERSTATE SERVICES
Within 6 months after the date of enactment of the Telecommunications Act of 1996, the
Commission shall adopt rules to require that the rates charged by providers of interexchange
telecommunications services to subscribers in rural and high cost areas shall be no higher than
the rates charged by each such provider to its subscribers in urban areas. Such rules shall also
require that a provider of interstate interexchange telecommunications services shall provide
such services to its subscribers in each State at rates no higher than the rates charged to its
subscribers in any other State

The rule says as fol lows: "(a) The rates charged by providers of interexchange
telecommunications services to subscribers in rural and high-cost areas shall be no higher than
the rates charged by each such provider to its subscribers in urban areas. (b) A provider of
interstate interexchange telecommunications services shall provide such services to its
subscribers in each U.S. state at rates no higher than the rates charged to its subscribers in any
other state
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Section 254(g) requires carriers to assess geographically averaged
state and local gross-receipts taxes

In his dissent of the FCC CLEC Access Charge Order, Commissioner Furchtgott

Roth noted that

the language of the statute merely requires "providers of
interexchange telecommunications services IXCs - to provide
interexchange telecommunications services" at the same rates in

different geographic areas. It says nothing about the rates for
exchange access, which are generally imposed by local exchange
coniers and for which IXCs act merely as billing agents. From the
IXCs' perspective, these charges are no different than state-specific
gross receipts taxes, which the Commission already allows IXCs to
pass through to end users on a deaveraged basis. See Policy and
Rules Concerning the Interstate, Interexchange Marketplace
Implementation off Seetion 254(g) of the Communications Act Q
1934, as amended, ll FCC Rcd 9564 at 11 12. Section 254(g) thus
need not prohibit IXCs from passing through the actual costs of
exchange access to their end users

He also noted that

some can'iers, such as iPhonebill, implicitly pass access charges on
to customers. Rates for their long-distance service vary by the
combination of the originating and terminating area code and
carrier-specific three-digit exchanges. The INC iPhonebill charges
more for calls with higher access charges and less for those with
lower access charges. Because customers, rather than the INC
bear the risk associated with the distribution of access charges
iPhonebill does not charge an insurance premium for bearing that
risk. Consequently, iPhonebill's rates are among the lowest of any

Policy and Rules Concerning the Interstate, Interexchange Marketplace, Implementation of §
Section 254(g) of the Communications Act of 1934, as amended, CC Docket No. 96-61, Report
and Order, August 7, 1996,1112

In the Matter of Aeeess Charge Reform, Seventh Report and Order and Further Notice of
Proposed Rulemaldng, CC Docket No. 96-262, FCC 01-146, April 27, 2001 ("CLEC Access
Charge Order"), Dissent Commissioner Furchtgott-Roth, page 6

Id

Page 10

lllllll_



ACC Docket Nos. RT-00000H-97-0137 and T-00000D-00-0672
Rejoinder Testimony of Douglas Denney

On behalf of Joint CLECs
March 5. 2010

Of course, another example is AT&T's in-state connectivity fee:23 The federal

rules require that "[a] provider of interstate interexchange telecommunications

services shall provide such services to its subscribers in each U.S. state at rates no

higher than the rates charged to its subscribers in any other state Yet. AT&T

charges different in-state connectivity fees in different states. Qwest's Ms. Eckert

notes that the express purpose of in-state connectivity fee is to cover high access

In other words, AT&T's claim that legal or practical considerations

prevent IXCs from pricing toll services so as to reflect the differences in access

cost are incorrect: Some IXCs, including AT&T,havebeen doing just that

10 Q WHAT IS WRONG WITH DR. ARON'S POINT THAT THE JOINT

CLECS CHARGE LOWER INTRASTATE RATES IN STATES

NEIGHBORING" ARIZONA. AS WELL AS LOWER INTERSTATE

RATES?

First, it is unclear how Dr. Aron chose Arizona's neighbors. Figure 1 in her

rebuttal testimony compares the rates for PAETEC, tw Telecom and XO

Communications in New Mexico, Texas, and California. She doesn't explain

why she failed to include Colorado, Utah and Nevada

Denney Direct, pp. 64-65

47 C.F.R. §64.180l(b)

Eckert Reply, p. 13

According to Mr. Price (Price Reply, pp. 11-12), the Massachusetts access order that capped
CLECs rates found only practical (rather than legal) obstacles to geographic De-averaging of
intrastate rates

Aron Reply, pp. 24-25

If she had done this comparison she would have seen that the rates in Colorado and Utah are

Page 11



ACC Docket Nos. RT-00000H-97-0137 and T-00000D-00-0_72
Rejoinder Testimony of Douglas Denney

On behalf of Joint CLECs
March 5. 2010

Further, considering Dr. Aron's purpose, which is to "show" that CLECs are

willing to charge lower access rates than their Arizona access rates, she has

selected states that do nothing to bolster her claim. The three states selected by

Dr. Aron are jurisdictions where CLECs access rates have been capped," and Dr

Aron's argument incorrectly implies that rates and underlying market and cost

conditions should be the same in Arizona_ California, Texas and New Mexico

7 Q IS A COMPARISON OF CLEC ACCESS RATES TO QWEST ACCESS

RATES THE PROPER COMPARISON TO DETERMINE WHAT ACCESS

RATES A MARKET WOULD GENERATE?

No. LEC and CLEC access services do not directly compete and generally are

not substitutes for each other. The relevant competition is between CLEC access

rates and the INC's ability to self provision access. As mentioned in my reply

testimony one method of doing this is by acquiring the end user customer, and

thus avoiding access charges, through retail competition Another method

which IXCs employ, is the use of special access facilities (facilities used to by

pass switched access that are charged on a per month basis) to avoid usage-based

switched access charges services. The INC can purchase channel terminations to

connect an INC point of presence directly to an end user, thus avoiding access

closer to those in Arizona and the rates in Nevada, which are capped, are closer to those in New
Mexico

Oyefilsi Direct, pp. 24-25 and Exhibit F; Price Direct pp. 15-16

It should also be noted that California capped CLEC access rates at the ILEC rate plus 10% and
allowed for a transition period (see Eckert Direct, p. 8, fn 1). New Mexico allowed for a three
year transition period to implement rates. Texas allows CLECs the option to demonstrate its
own cost

Denney Reply, pp. 8-15
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charges. A 2-wire, standard voice, channel termination from Qwest's interstate

access tariff" is $21.47 per month." At an access rate of $0.053, this option

would become attractive when an end user generated 7 hours (or more) of access

minutes a month." If the cost of bypass alternatives were to significantly

decrease, then there would be additional pressure on LECs to reduce access rates

in order to compete with this alternative. While AT&T INC and Verizon INC are

quick to call for regulation of LEC access rates, AT&T LEC and Verizon LEC are

strong opponents of attempts to reduce the cost of special access services," which

can be used by IXCs as an alterative to switched access. In other words, IXCs

are opposing price regulation on one important competitive alternative to

switched access (i.e. special access), while at the same time complaining that

switched access rates are high because there are not competitive options to

switched access. The other irony of the INC advocacy is, as explained in my

direct testimony," that the ILEC operations of carriers such as AT&T and

Interstate, rather than intrastate rate, is likely appropriate because traffic from the end-user
would likely be a mix of interstate and intrastate traffic which generally allows a buyer to
purchase from the Interstate access tariff (see Qwest Tariff FCC No. 1 section 2.3.11)

Qwest's FCC Tariff #1 , Section 7.4.4.A

(http://tariffs,q_west.com18000/idc/groups/public/documents/tariff/htmltoc_fcc1 .him)

There may be costs in addition to the channel termination, but the point is that CLEC access
rates are very reasonable when compared to the INC's alterative. For larger business customers
the INC can purchase DS1 or DS3 channel terminations which are more likely to be economical
for high volume users

See for example recent comments by AT&T and Verizon before the FCC In the Matter of
Special Access Rates for Price Cap Local Exchange Carriers, WC Docket No. 05-25 and RM
10593. Reply Comments ofAT&T Inc., February 24, 2010

(http://fiallfoss.fcc.gov/ecfs/document/view'?id=7020390697) and Reply Comments of Verizon
and Verizon Wireless, February 24, 2010

(http://ijallfoss.fcc.gov/ecfs/document/view?id=7020390675)

Denney Direct, pp. 40-48
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Verizon charge rates for special access multiple times in excess of economic cost

while at the same time arguing CLEC access rates are unjust and unreasonable

and should be significantly reduced without regard to cost

4
5

The Commission Should Also Establish the Terminating Rate for Intrastate
IntraMTA Wireless Calls

6 Q DR. OYEFUSI SUGGESTS THAT YOUR PROPOSAL THAT THE

COMMISSION SET DEFAULT INTRA-MTA RATES FOR WIRELESS

CALL TERMINATION (PROPOSAL TO SET THEM TO CLEC ACCESS

RATES) IS "wRonG."*' MESSRS. APPLEBY AND PRICE SIMILARLY

THINK IT IS OUTSIDE THE SCOPE OF THIS PROCEEDING

PLEASE RESPOND

Dr. Oyefusi, and Messrs. Appleby and Price failed to notice that this proposal

makes sense when my general proposal about CLECs access rates is considered

Regarding access rates, I propose that if the Commission mandates CLECs access

rate reductions, these reductions should be based on cost." Regarding intraMTA

rates, I propose that these rates be set based on CLECs access rates (which is

given my general proposal on access rates, is equivalent to saying "based on

CLECs cost"). Dr. Oyefilsi is correct that intraMTA rates are subject to

reciprocal compensation rules (47 CFR §§51.701-51.717). Under these rules

Oyefusi Reply, pp. 28-29

Appleby Reply, p. 21, Price Reply, p. 42

Denney Direct, p. 8
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state commissions have the authority to set these rates." These rules also allow

the non-ILEC (or smaller ILEC) to charge higher/asymmetrical rates if the carrier

can show that its cost is higher than the ALEC's (or larger carrier's) cost." Given

that a cost study to determine switched access cost would contain many of the

same components as a cost study to determine cost of wireless call termination, it

is only logical that the two are detennined at the same time. In addition, Mr

Appleby brought up the issue of intraMTA traffic termination and the need to

level the playfield for wireless and wireless long-distance services

9 Issue 2 To what target level should access rates be reduced?

10 Arv Target Other Than The Carrier Cost is Arbitrarv

DR. ARON DISPUTES YOUR STATEMENT THAT IT IS STANDARD11 Q

PRACTICE TO SET REGULATED WHOLESALE RATES BASED ON

COMPANY SPECIFIC cosT.'*° PLEASE RESPOND

According to Dr. Aron, "[t]he only wholesale service for which I am aware that a

standard practice" exists with respect to CLEC rates is interstate switched

access I simply disagree with this statement. First, while there are not very

many examples where CLECs wholesale rates are regulated, the FCC approach to

regulating CLEC interstate rates is only one example, rather than a standard

See, for example, 47 CFR §§51.705, 51,707, 51,709, 51.711 or 51.713

47 CFR §51.711(b)

Appleby Direct, p. 8

Aron Reply, pp. 30-31

Aron Reply, p. 31
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Second, quite a few states with caps on CLEC access rates (including

Massachusetts discussed on pp. 21-22 of her testimony as a recent example)

permit carriers to charge above-cap cost-justified rates Third, reciprocal

compensation rates for the exchange of local traffic are another example of

CLECs wholesale rates that are price regulated. As I mentioned above, die FCC

rules (47 CFR §5l.7l1) generally prescribe "symmetrical" reciprocal

compensation rates based on the ALEC's (or larger carrier's) cost, but allow the

non-ILEC (or smaller ILEC) to charge higher/asymmetrical rates if the carrier can

show that its cost is higher than the ALEC's (or larger carrier's) cost." Finally

more broadly, it is a standard practice to set regulated rates so that they cover the

company's costs because denial of cost recovery is arguably unfair and unlawful

For example, as I discussed in my reply testimony," Verizon recently tiled for a

stay of the New Jersey Board of Public Utilities access decision, arguing that the

ordered access rates did not penni cost recovery and therefore, were

unconstitutional and confiscatory." Similarly, in an ongoing Connecticut case

that concerns AT&T reciprocal compensation and transit rates, AT&T noted that

See Denney Reply, pp. 26-27

More specifically, 47 CFR §51.711(b) says as follows: "A state commission may establish
asymmetrical rates for transport and termination of telecommunications traffic only if the carrier
other than the incumbent LEC (or the smaller of two incumbent LECs) proves to the state
commission on the basis of a cost study using the forward-looking economic cost based pricing
methodology described in §§51.505 and 51.511, that the forward-looking costs for a network
efficiently configured and operated by the carrier other than the incumbent LEC (or the smaller
of two incumbent LECs), exceed the costs incurred by the incumbent LEC (or the larger
incumbent LEC), and, consequently, that such that a higher rate is justified

Denney Reply, p. 28

Verizon's filing is included as Exhibit DD-1 to Denney Reply, pp. 1 and 3
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the U.S. Constitution forbids confiscatory rates""' and "[d]enying AT&T

Connecticut any cost recovery for use of its switching would violate both

TELRIC and the Constitution

4 Q ACCORDING TO DR. OYEFUSI. THE NEW JERSEY BOARD FOUND

THAT CLEC ACCESS COST MODELS OVERSTATED COST

PLEASE RESPOND

Dr. Oyefilsi's reliance on the findings of a New Jersey Board is inappropriate in

this docket because it concerns cost models of New Jersey CLECs rather than

Arizona CLECs. It is another state 's opinion about cost models of some other

CLECs. Cost models of Arizona CLECs have not been filed in the New Jersey

case (or, for that matter, in this case). Extending Dr. Oyefusi's logic to a

hypothetical example, he would apparently argue that the Arizona Commission

should not consider Qwest's cost models simply because Verizon's cost models

were critiqued by the New Jersey Board

15 Q IN RESPONSE TO YOUR POINT THAT QWEST INTERSTATE RATES

ARE NOT AN APPROPRIATE TARGET FOR ARIZONA CLEC

INTRASTATE RATES BECAUSE CLECS WERE NOT A PARTY IN

NEGOTIATIONS THAT SET THESE RATES. DR. ARON CLAIMS THAT

Reply Brief of the Southern New England Telephone Company (AT&T-CT), DPUC
Investigation into the Southern New England Telephone Company's Cost of Sen/ice RE
Reciprocal Compensation,Connecticut Docket No. 09-04-21, December 4, 2009, p. l

Id

Oyefixsi Reply, p.6
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CLECS SUPPORTED "THE RATES THAT WERE ULTIMATELY SET
52

IN THE CALLS ORDER." IS SHE CORRECT?

No. A review of source documents on which Dr. Aron relies shows that she

simply misrepresented the CLECs' position. Dr. Aron's claim is based on her

reference to April 3, 2000 and April 17, 2000 joint comments of the Association

for Local Telecommunication Services ("ALTS") and Time Warner Telecom on

the CALLS Modified Proposal" (proposal that was adopted in May 2000 CALLS

Order). These comments stated that "ALTS and TWTC fundamentally object to

both the process and substance of the Modified Proposal"'° and critiqued the

key aspects of the proposed access rates. Specifically, the joint comments noted

that the proposed caps for per minute access rates were "simply wild guesses

without any foundation in the record or in economic reasoning They also

noted that since the proposed new Subscriber Line Charge "would bear no

relation to the costs of the loops to which it is assigned, it would add to the

implicit subsidies that the Modified Proposal purports to reduce These

Aron Reply, p.29

Access Charge Reform, Price Cap Performance Review for Local Exchange Carriers, CC
Docket Nos. 96-262 and 94-1, Sixth Report and Order, Low-Volume Long Distance Users, CC
Docket No. 99-249, Report and Order, Federal-State Joint Boards on Universal Service, CC
Docket No. 96-45, Eleventh Report and Order, 15 FCC Rod 12962 (2000) (hereafter "CALLS
Order")

Joint Comments of the Association for Local Telecommunication Services and Time Warner
Telecom in CC Docket Nos. 96-262, 94-1, 99-249 and 96-45 dated April 3, 2000 ("April 3, 2000
Joint Comments") and Joint Reply Comments of the Association for Local Telecommunication
Services and Time Warner Telecom in CC Docket Nos. 96-262, 94-1, 99-249 and 96-45 dated
April 17, 2000 ("April 17, 2000 Joint Comments")

April 3, 2000 Joint Comments, p. 3 (emphasis added)

April 17, 2000 Joint Comments, p. 16 (emphasis added)

April 17, 2000 Joint Comments, p. 3 (emphasis added)
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comments "urge the Commission to reject both the Modified Proposal as well

as the more general attempt to rely on negotiated solutions They propose

an alternative only "[i]n the event that the Commission insists on pursuing this

approach," and characterize its altematlve proposal as "a compromise

attempt to at least improve upon the Modified Proposal

ALTS/TWTC's good faith effort to work with the Commission to accomplish its

needs for price reductions in the coming year To summarize. ALTS/T C

alternative proposal was not a support for CALLS rates, but a last-minute effort to

improve on the faulty access reduction plan that was bound to happen anyway

11 Q MR. APPLEBY SUGGESTS THAT CARRIERS SHOULD BE WILLING

TO EXCHANGE TRAFFIC AT MARGINAL COST AND DOES NOT SEE

How THAT COULD BE CONFISCATORY IF RATES COVER

MARGINAL COST." PLEASE RESPOND

It is not clear that Mr. Appleby understands the concept of marginal cost and the

implications of his suggestion. As noted by Dr. Johnson, "pricing at marginal

cost may not allow the firm to recover its total costs Dr. Johnson also

correctly noted that proposals to price access at marginal costs are no better than

April 17, 2000 Joint Comments, p. 4 (emphasis added)

April 17, 2000 Joint Comments, p. 4 (emphasis added)

April 3, 2000 Joint Comments, p. 18 (emphasis added)

April 3, 2000 Joint Comments, p. 15 (emphasis added)

April 17, 2000 Joint Comments, p. 7

Appleby Reply, pp. 9-10

Johnson Direct, p. 25
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proposals to price local service at marginal costs." When discussing marginal

cost it is important to distinguish between short run marginal costs and long run

marginal cost. In economics, the short run is a period of time where some of the

inputs are fixed. An example of short run marginal cost of access would be to

consider the additional cost a carrier would face to add an additional minute to the

network. In the telecommunications industry, which has large fixed costs (most

network costs are fixed), short run marginal costs are close to zero (this is true

not just for access, but for most telecommunications services). If one service

using a shared facility is priced at short run marginal cost, then in order to recover

total costs, other services provisioned over a shared facility would bear an unfair

burden of the cost of any shared facility. This is why in the telecommunications

industry we typically look at long run marginal cost (or long run incremental cost)

when cost is taken into consideration for setting rates

IXCs also argue that telephone networks were built to accommodate only local

service°° in attempt to explain why IXCs should not have to pay to use the LEC's

network. This extreme is as nonsensical as the opposite argument .- that

telephone networks were built to accommodate only long-distance service

(However, this last argument could also be advanced because some end-users may

value long-distance connectivity more than local connectivity). Further, Mr

Appleby appears to think that marginal costs are likely to be very low (that is why

Johnson Direct, p. 24

See also Oyefusi Reply, p. 27 footnote 47, suggesting that a loop was built to provide local
service
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he likes it), however, that is not necessarily true. Short run marginal costs may

also be very high, which is why short run marginal cost pricing is so rarely used

to set regulated rates. For example, if a company is bumping up against a

capacity constraint that precipitate a major network expansion, the marginal unit

will be very expensive. Also, if Sprint tends to terminate calls at LECs at the

peak hour,  and AT&T terminates in off peak hours,  Sprint 's calls have

significantly higher marginal costs than AT&T's. Would Mr. Appleby propose

that Sprint pay higher rates than AT&T?

The Commission should reject these unreasonable extremes that attempt to assign

costs to a single user of the network, and instead adopt a practical middle ground

that telephone networks were built to be shared between local and long-distance

services

13 Q DR. ARON ARGUES AGAINST YOUR SUGGESTION THAT IF THE

COMMISSION DECIDES TO CAP CLEC RATES, IT SHOULD USE

QWEST 1999 RATES. WHY IS SHE WRONG IN SAYING THAT CLECS

BENEFITED FROM RATE INCREASES CONTAINED IN QWEST'S

REVENUE NEUTRAL RATE REBALANCING (REBALANCING THAT

OFFSET QWEST'S ACCESS REDUCTIONS)?

Dr. Aron is wrong because Qwest's rate rebalancing was not an "across the

board" proportional increase in retail prices. In fact, for some services Qwest was

Aron Reply p. 35
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mandated to reduce prices. For example, as a result of the first price cap plan

prices for some services went down, including, basic business service

others services (the "flexibly-priced basket") it was up to Qwest to decide which

rates to increase and by how much." As a rational firm, Qwest increased rates in

the relatively less competitive areas Therefore.  CLECs would not have

benefited from Qwest's rate rebalancing the way Dr. Aron suggests

7 Q DO THE LEC AFFILIATES OF THE LARGE IXCS (INCLUDING

QWEST) ADVOCATE RATES MULTIPLE TIMES ECONOMIC COST IN

MARKETS WHERE THEY BELIEVE THERE IS COMPETITION?

Yes. As mentioned previously and discussed in my direct testimony, ILE Cs

typically charge for special access circuits at levels multiple times their economic

cost. It makes no sense that these carriers defend a called" competitive"so

market for special access where Qwest charges rates that are multiple times

economic cost, while at the same time arguing that it is imperative that CLEC

access rates be reduced to low levels, without regard for cost

17 Issue 3. What procedures should the Commission implement to achieve the
desired reduction in access rates?

In the Matter of the Application of U S WEST Communications, Inc. for a Hearing to Determine
the Earnings of the Company for Ratemaking Purposes, to fix a Just and Reasonable Rate of
Return thereon and to Approve Rate Schedules, Docket No. T-01051B-99-0105 ("1999 Price
Cap Docket"), US WEST Communications, Inc. Tariff Filing for Approval of a $.25 Surcharge
for a Call to a US WEST 800 Service Line from a Pay Telephone, Docket No. T-0105B-00
0369, Decision No. 63487 dated March 30, 2001 ("200l Price Cap Decision"), p. 5

2001 Price Cap Decision, p. 9
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1

2

Reduction in Access Rates Should be Implemented Graduallv to Allow LECs
Adequate Opportunitv to Adjust Their Business Plans

4 Q DR. ARON DEVOTES THIRTEEN PAGES OF HER TEST1MONY'0

ARGUING AGAINST YOUR PROPOSAL TO IMPLEMENT CLEC

ACCESS REDUCTIONS GRADUALLY. PLEASE RESPOND

Dr. Aron's lengthy discussion can be summed up as follows: immediate flash-cut

access reductions are necessary because they wil l  be benef it long-distance

customers, and CLECs can easily bear the financial burden of sudden access rate

reductions . Dr. Aron's specific arguments are full of contradictions and

misrepresentations of facts: While Dr. Aron believes that CLECs can simply

increase their local prices to make up for access revenue losses," she fails to

recognize that in this case the benefit to long-distance customers would be at

expense of local customers. 4 In other words, even under Dr. Aron's slmpllstlc

view, immediate benefits to long-distance customers would also mean immediate

price hikes for local customers. Mr. Price was critical of this argument stating that

it rests on a misconception that somehow all customers are either toll customers

or local service customers, but not both

Aron Reply, pp. 32-33 and 45-55

Aron Reply, pp. 50-53. Of course, as I explain in my Reply testimony on pp. 31-33, this is an
incorrect assumption for end-user markets in which CLECs operate

As I showed on pp. 36-37 of my reply testimony, the historical trends in local and long-distance
prices are the opposite: While long-distance prices have been generally falling, local prices were
going up, so that the aggregate price index (local and long-distance services combined) remained
relatively stable

Price Reply, p. 7. Mr. Price made this statement in critique of my testimony. However, I agree
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In general, Dr. Aron's characterization of the retail local markets in which the

Joint CLECs operate is full of misconceptions: First, she points out (correctly)

that Joint CLECs focus on business markets and claims (incorrectly) that local

business rates are a source of a subsidy. This observation is inconsistent with
/4

the current (competitive) state of business markets. Mr. Price observes that "the

retail market for services to end user customers in Arizona is highly

competitive."75 This means that if business rates were a source of a subsidy, they

would have been competed away. Second, she claims that Qwest's access charge

reductions were offset by increases in rates that were set below cost, and that

CLECs benefited from these rate increases This claim directly contradicts the

first claim - do CLECs operate in markets where retail rates contain a subsidy or

on the contrary, are set below cost? Third, she claims that the Joint CLECs have

the ability to increase retail rates to offset access revenue shortfall. For a
/ /

number of reasons this claim is incorrect. CLECs are often bound by end user

with Mr. Price that local service customers subscribe to both toll and local service. My point
which follows from Mr. Price's observation, is that this case is less about benefits to end user
customers. as the IXCs have claimed, and more about a redistribution of revenues and costs
between carriers and subclasses of end users

Aron Reply, p. 54. A similar statement is made in Oyefusi Reply, p. 24

Price Reply, p. 13

Aron Reply, p. 35

Aron Reply, pp. 50-53
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term contracts which preclude price changes to offset access revenue shortfall 78

Further, Qwest as the incumbent competitor would not have an access revenue

shortfall and would not increase retail rates in the same markets, thus exerting

competitive pressure on CLECs to not raise rates. Dr. Aron's argument

contradicts her own testimony that "a competitive market would not penni a

competitor with an equivalent service to charge a price that is higher than that of

the incumbent

8 Q WHAT ARE SOME OTHER CONTRADICTIONS IN DR. ARON

ADVOCACY OF THE SHORT (60-DAY) TRANSITION PERIODS?

Dr. Aron claims that the Joint CLEC intrastate access revenues are relatively

sma1l,8u which she interprets as an argument for immediate access reduction. Yet

when defending AT&T-CLEC current access rates in Arizona (which are similar

to access rates of the Joint CLECs), she claims that "[o]ne CLEC alone reducing

its access rates would have minimal effect on the average rate paid by IXCs" and

While discussing the issue of term contracts on p. 52 of her Reply testimony, Dr. Aron
misrepresents my testimony: Dr. Aron's language (expressions such as "Mr. Denney claims
he does not say" and "which presumably is not the case, or Mr. Denney would have said so")

mask the fact that my direct testimony (p. 52) merely cited McLeodUSA comments previously
filed in the case. In other words, if I "did not say" what percentage of McLeodUSA contracts
fall under certain class, that is because my source (McLeodUSA comments) did not contain that
information. Further, Dr. Aron complains on page 50 that JCLECs declined to provide their
term contracts omits the important nuance that the AT&T data request in question (AT&T 1-5)
requested to provide "copies of all term agreements with end-user customers" for each JCLEC
which is unduly burdensome

Aron Reply, p. 36

Aron Reply, pp. 47-48. Note that Dr. Aron's specific numbers that back up her point that
intrastate switched access revenue is a small percent of total CLECs revenue (contained in line
19, p. 47, line 1 p. 48 and footnote 76) are a misrepresentation: Dr. Aron reports Arizona
intrastate access revenue as a percent of "global" (Arizona and other states) CLECs revenue
This approach essentially suggests that CLECs should make up the shortfall in Arizona revenues
(stemming from access rate reductions in Arizona) from their end-user customers in Colorado
(as an example)
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would not "meaningfully benefit consumers Given that AT&T (the INC)

offers the same per minute long-distance in-state rates," and Arizona CLECs are

small when compared to total intrastate traffic nationwide, access reductions by

Arizona CLECs would similarly have no "meaningful" benefit on consumers of

in-state long-distance services

In response to my point that CLECs often purchase long-distance services at

wholesale from companies like AT&T, and that these contracts often have fixed

terms, Dr. Aron brings up her regression predictions according to whichretail toll

prices tend to decrease with access rates." Dr. Aron misses the point - retail toll

prices are not the same as wholesale toll prices, and her regression is too generic

as it does not account for the manner in which toll prices are set, blends together

business and residential markets and includes a large number of observations

outside the "relevant range" (for which intrastate access costs are significantly

higher than Arizona access rates)."4 As Dr. Oyefixsi explained in his reply

testimony," if the AT&T proposal is adopted, AT&T plans to remove the in-state

connectivity fee and reduce calling card rates. Because the in-state connectivity

fee is a flat monthly charge, access rate reductions would not translate linearly (as

assumed in Dr. Aron's regression) into savings to end-users. In fact, high-usage

customers would not see their "fair" share of access cost savings

Aron Reply, pp. 39-40

Denney Direct, p. 64

Aron Reply, pp. 54-55

Denney Reply, pp. 40-42

Oyefusi Reply, p. 28
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1 Q. HOW DO YOU RESPOND TO CLAIMS BY DR. ARON AND MR. PRICE

THAT ARIZONA CLECS ARE READY FOR IMMEDIATE ACCESS

REDUCTIONS BECAUSE THEY SAW ACCESS RATE CAPS IN OTHER

JURISDICTIONS?

According to Dr. Aron's and Mr. Price's logic, Arizona CLECs should have been

pricing their retail products not based on Arizona-specific market and regulatory

conditions, but based on conditions and regulations in other states. Dr. Aron

reviews 10-K filings made by the Joint CLECs with the SEC from between 1998

and 2007 regarding risks associated with access reductions.
5 I She equates

recognizing the business risks associated with access reductions to actual planning

to have access rates reduced. This is not the case. Almost all of the selected SEC

notices warn that reductions in access rates can have an impact on the CLEC's

business. This does not mean that the CLECs should plan to lose arguments that

their access rates are just and reasonable. Most of the 10-K excerpts referenced

by Dr. Aron involved the FCC's CALLS order. Dr. Aron concludes, "the CLECs

provided no evidence or examples that they have curtailed any activities (let alone

exited a state) as a result of access rates caps in any state Apparently Dr. Aron

forgot that the FCC cap on CLEC interstate access rates was followed by a wave

of CLECs bankruptcies

Aron Reply, p. 34 and Price Reply, pp. 15-16

Aron Reply, pp. 33-34 and Attachment DJA-R2

Aron Reply, p. 34. Dr. Oyeiiisi makes a similar statement on p. 26 of his reply testimony

While there were many factors that drove a large number of CLECs to bankruptcies, access rate
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Dr. Aron and Mr. Price also overlook that there are many jurisdiction in which

this issue has been debated and no action has ensued. In fact, it is still true that

the majority of states have opted not to follow the FCC's access pricing policies

4 Issue 4. Should carriers be permitted to contract for access rates that differ from
their tariffed rates?

6 Carriers Should be Required to Pav Tariff Access Rates

8 Q DR. OYEFUSI CLAIMS THAT YOUR DIRECT TESTIMONY

RECOMMENDED THAT THE ACC "NOT ALLOW CARRIERS TO

ENTER INTO CONTRACTS FOR SWITCHED ACCESS SERVICE.""' IS

HE CORRECT?

No. I only said that there should be a requirement that IXCs pay tariffed access

rates,9' which is not the same as "not allowing" contracts. Currently, it is

apparently unclear to IXCs that they should pay tariffed access rates. The absence

of such explicit requirement allows IXCs to simply withhold payments on their

access bills and bully CLECs into "agreeing" to accept lower payments. If paying

tariffed access rates is a "default" obligation, negotiations for contract access rates

would be on a somewhat more leveled playing field and contracts could be the

result of mutual benefit rather than economical blackmail. The Joint CLECs do

not oppose contract tariffs if access tariffs are treated as a "default" obligation

reductions mandated by the FCC contributed to that phenomenon by decreasing CLECs cash

Oyefusi Reply, p. 30

Denney Direct, p. 55
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As I explained in my Reply testimony," the Joint CLECs do not oppose Staff' s

proposal that contract access tariffs be filed with the Commission

3 Issue 6. How much of access cost recovery, if any, should be shifted to end users
What showing should be required for such a shift? What should be the
role of "benchmark" rates and how should benchmarks be set?

7

8

IXCs and Their Customers Are the Cost Causers of Traffic Sensitive Costs and Not
End Users

9

10 Q MR. PRICE CLAIMS THAT PROPOSALS TO SHIFT ACCESS COST

RECOVERY TO END-USERS ARE NOT A "FREE RIDE" TO IXCS

BECAUSE LOCAL CUSTOMERS ARE ALSO LONG-DISTANCE

CUSTOMERS. PLEASE RESPOND7.7

Mr. Price's argument is wrong, it would hold only if there existed only one

telephone company (carrying both local and long-distance calls), and if each end

user had the same demand for local and long-distance service. The reality is quite

opposite: There are numerous competing local and long-distance companies, and

end-users are also not created the same. For example, when a telemarketer (a

Verizon-IXC customer) in Phoenix calls Integra's end-user in Tucson, Integra's

end-user may find this call unwelcomed and distracting. The telemarketer is the

cost-causer Why should the Integra and/or Integra's end-user (who may

Denney Reply, p. 34

Price Reply, pp. 6-7

According to Mr. Price (Price Reply, p. 11), the Massachusetts access order that capped CLECs
rates found just that - that the calling party is the cost-causer

Page 29



ACC Docket Nos. RT-00000H-97-0137 and T-00000D-00-0-72
Rejoinder Testimony of Douglas Denney

On behalf of Joint CLECs
March 5. 2010

subscribe to AT&T long-distance) subsidize network cost associated with a

Verizon customer?

Further, IXCs note that reducing long-distance prices would stimulate long

distance demand.95 Similarly, increasing local prices would depress demand for

local services. Because LECs and IXCs are not the same entities, the impact of

potential "free ride" and re-distribution of revenue streams is not a trivial issue

Finally, because end-users purchase and use of local and long-distances services

are often unique, proposals to shift cost recovery could lead to cross-subsidies and

a re-distribution of wealth between end-users. For example, end-user X may

make and receive a lot of long-distance calls, while end-user Y may not use long

distance services at all. A regulator may End it undesirable to make end-user Y

pay the same (flat-rated) amount for access to long-distance networks as the first

end-user. After decades of trying to eliminate cross-subsidies from

telecommunications prices, this is not the time for regulators to create new ones

15 Q DRS. ARON AND OYEFUSI CLAIM THAT NO LOOP COST CAN BE

ATTRIBUTED TO SWITCHED ACCESS SERVICE PLEASE

EXPLAIN WHY THIS POSITION IS INCORRECT

Dis. Aron and Oyelhsi deny a commonly accepted fact - that loop is a facility

shared by several services, and as a result, the cost of loop facility is attributable

Aron Direct, pp. 66-67

Aron Reply, pp. 36-39 and Oyefusi Reply, pp. 26-28
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to all services that share this facility, including switched access and long-distance

services. Indeed,  if not  for  local loops,  a  long-distance call could not be

completed (or an INC would have to build its own facilities to reach the called

party) Dr. Oyefusi's comment that "[t]he loop is built for the purpose of

providing local service is nonsensical: If that were the case, IXCs would be

building their own loops (parallel to the existing LEC loops) to reach end-users

Regulators also treat loop cost as attributable to both local and access services

For example, in its Local Competition Order, the FCC noted that "[t]he costs of

local loops and their associated line cards in local switches, for example, are

common with respect to interstate access service and local exchange

service[.] Similarly, the FCC 2008 FNPRM in the intercarrier compensation9796

docket  noted that  "the subscr iber  line charge (SLC) that  the Commission

established is intended to capture the interstate cost of the local loop. Clearly77 by

the existence of "interstate cost of local loop" and the interstate SLC (an access

Oyefusi Reply, p. 27 footnote 47

I n  t h e  Ma t t e r  o f Implementation o f  t he Loca l Competition Provisions i n  t he
Telecommunications Act of 1996, Interconnection between Local Exchange Carriers and
Commercial Mobile Radio Service Providers, CC Docket Nos. 96-98 and 95-185, First Report
and Order, adopted August 1, 1996, 11678 (emphasis added)

In the Matter of High-Cost Universal Service Support, WC Docket No. 05-337, Federal-State
Joint Board on Universal Service _ CC Docket No. 96-45, Lifeline and Link Up, WC Docket
No. 03-109, Universal Service Contribution Methodology, WC Docket No. 06-122,Numbering
Resource Optimization, CC Docket No. 99-200, Implementation of the Local Competition, CC
Docket No. 96-98, Provisions in the Telecommunications Act of 1996, CC Docket No. 01-92
Developing a Una"iea' Intercarrier Compensation Regime, CC Docket No. 99-68, In tercarrier
Compensation for ISP-Bound Tragic IP-Enabled Serviees, WC Docket No. 04-36, Order On
Remand And Report And Order And Further Notice Of Proposed Rulemaking, released
November 5, 2008 ("FNPRM"), Appendix A 1] 104 (emphasis original to the source)
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charge) is an indicator that local loop is attributable to more than just local

sewlces

3 Q DOES DR. ARON CONFUSE WHETHER LOOP COST SHOULD BE

ATTRIBUTED TO ACCESS WITH HOW LOOP COST IS RECOVERED?

Yes. Dr. Aron claims that no loop cost should be attributed to access services

but in support cites sources that discuss recovery of the "interstate portion

loop cost through flat-rated charges - which is not the same. As noted by Staff's

Mr. Shard, loop cost is recovered in a different manner in Arizona compared with

the federal jurisdiction, where the FCC uses a flat-rated method The FCC

approach is far from ideal. For example, as noted above, ALTS critiqued the

federal CALLS plan on the grounds that the federal SLC rates are set at the same

generic level across states and carriers: Because loop cost vary significantly

across states and carriers, the use of the same generic level of SLC charges means

that these rates are not tied to loop cost that they intend to recover In Qwest's

AFOR docket the Commission noted "[w]hile we agree that achieving parity

between intrastate and interstate switched access rates is a laudable goal, there

Aron Reply, p. 37 lines 6-7 and p. 38 lines 1-2

Aron Reply, p. 38 line 13 (citing the FCC)

Shard Reply, p. 4 ( "Interstate access charges are generally lower than intrastate access charges
because of the manner in which costs that  have been al located to interstate access are
recovered.")

April 17, 2000 Joint Comments, p. 3
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are many other public policy issues that impact our ability to reach that goal

such as the desirability of imposing an End User Common Line charge

3 Q. REBUTTING YOUR POINT THAT IXCS BENEFIT FROM THE LOCAL

LOOP. DR. ARON PROVIDES AN ANALOGY OF HANDSETS. SHE

SUGGESTS THAT IT WOULD BE UNREASONABLE TO EXPECT IXCS

SUBSIDIZE" HAnDsETs."'° PLEASE RESPOND

Dr. Aron's analogy is not convincing. Apart from the fact that handset

subsidization is a common market practice in wireless industry,"'° handsets do not

provide a good analogy to local loop because handset costs are significantly lower

than loop cost. For example, a handset may cost just a few dollars per year

(spreading its price over its lifetime) while annual cost of a loop would be

measured in hundreds of dollars Because the cost of a loop (a shared asset) is

very high compared to the cost of a handset, the issue of fair cost allocation is

more urgent for a loop than for a handset. Indeed, if the cost of a loop were as

low as the cost of a handset, the regulatory landscape (which is driven to a large

1999 Price Cap Docket, ACC Decision No. 63487 (March 30, 2001), p. 12 (emphasis added)

Aron Reply, p. 37

See the FCC report on Wireless Competition (]3"' Report in WT Docket No. 08-27 released on
January 16, 2009), p. 60: "Fixed-terrn service contracts and ETFs [Early Termination Fees] are
part of a traditional industry business model in which providers use handset subsidies to offer
consumers a discount on the upfront price of handsets and thereby promote the sale of mobile
telephone services

AT&T Corded Basis Trimline Phone sold currently at target.com is priced at $5.99

For example, based on the latest cost data contained in the annual Universal Service Fund filing
of National Exchange Carrier Association data available
http://www.fcc.gov/wcb/iatd/neca.html, Qwest-Arizona annual average loop cost per line was
$413.l5. For several Arizona carriers annual average loop cost per line was over one thousand
dollars, with Accipiter having the highest annual average loop cost per line at $9,495.48
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extent by the notion that loop facilities represent a bottleneck and a barrier to

entry) would be much different from what we have today. Further, as described

above, for most business customers the loop is traffic sensitive, unlike a handset

in that multiple loops or capacity is purchased based on the business's usage

requirements. This is the same way long distance networks are built - based on

the demand that will travel over them. It is understandable that IXCs want

CLECs to give access to their facilities for free, however, this is not the practice

of any business, including IXCs, who rightly charge carriers that use capacity on

their network

10 Q- DOES THIS CONCLUDE YOUR TESTIMONY?
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Introduction and Qualifications

PLEASE STATE YOUR NAME AND POSITION

My name is Debra J. Aron. I am the Managing Director of the Evanston offices of

LECG, LLC, ("LECG") and Adjunct Associate Professor at Northwestern University

LECG is an economics and finance consulting firm that provides economic expertise for

litigation, regulatory proceedings, and business strategy. My business address is 1603

Orrington Avenue, Suite 1500, Evanston, IL, 60201

PLEASE DESCRIBE YOUR PROFESSIONAL QUALIFICATIONS

I have a Ph.D. in economics, have taught economics at Northwestern University for most

of the last 23 years, and have presented testimony on communications issues for over 12

years. I received a Ph.D. in economics from the University of Chicago in 1985, where

my honors included a Milton Friedman Fund fellowship, a Pew Foundation teaching

fellowship, and a Center for the Study of the Economy and the State dissertation

fellowship. I was an Assistant Professor of Managerial Economics and Decision

Sciences from 1985 to 1992, at the J. L. Kellogg Graduate School of Management

Northwester University, and a Visiting Assistant Professor of Managerial Economics
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and Decision Sciences at the Kellogg School from 1993-1995. I was named a National

Fellow of the Hoover Institution, a think tank at Stanford University, for the academic

year 1992-1993, where I studied innovation and product proliferation in Multiproduct

firms. Concurrent with my position at Northwestern University, I also held the position

of Faculty Research Fellow with the National Bureau of Economic Research from 1987

1990. At the Kellogg School, I have taught M.B.A. and Ph.D. courses in managerial

economics, information economics, and the economics and strategy of pricing. I am a

member of the American Economic Association and the Econometric Society. My

research focuses on communications markets, Multiproduct firms, innovation, incentives

and pricing, and I have published articles on these subjects in several leading academic

journals, including the American Economic Review, the RAND Journal of Economics

and the Journal of Law, Economics, and Organization I currently teach a graduate

course in the economics and strategy of communications industries at Northwestern

unlverslIy

I have consulted on numerous occasions to the telecommunications industry on

competition, costing, pricing, incentives, and regulation issues 'm the United States and

internationally. I have testified before regulatory agencies and in judicial proceedings

regarding the history, development, and trends in the telecomlnunications marketplace

pertaining both to wireline and wireless (terrestrial and non-terrestrial) technologies
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economic and antitrust principles of competition 'm industries undergoing deregulation

measurement of competition in telecommunications markets, the proper interpretation of

Long Run Incremental Cost and its role in pricing, the economic interpretation of pricing

and costing standards in the Telecommunications Act of 1996 ("TA96" or "the Act")

limitations of liability in telecommunications; Universal Service, and the pricing for

mutual compensation for call termination. I have also testified before state regulatory

commissions regarding the potential competitive effects of some of the largest

telecommunications mergers in the last decade. Additionally, I have submitted affidavits

to the Federal Communications Commission ("FCC") on a variety of topics including

competition in telecommunications markets, economic principles of cost analyses

economic principles relevant to unbundling obligations, and empirical assessment of

market power. I have consulted to carriers in Europe, Australia, Israel, and Latin

America on interconnection and competition issues, and have consulted on issues

pertaining to local, long-distance, broadband, wireless, and equipment markets. I have

served as a testifying expert in various litigation matters involving wireless companies

satellite telephony, and other conmlunications technologies. In addition, I have consulted

in other industries regarding potential anticompetitive effects of bundled pricing and

monopoly leveraging, market definition, and entry conditions, among other antitrust

issues, as well as matters related to demand estimation and employee compensation and

contracts. I recently testified in New Jersey regarding access reform in a proceeding
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similar to this one. In July 1995, I assumed my current position at LECG. My

professional qualifications are detailed in my curriculum vitae, which is attached as

Exhibit DJA- 1

Context Purpose. and Organization of This Testimonv

WHAT IS YOUR UNDERSTANDING OF THE SCOPE OF THIS PROCEEDING?

Several years ago, the Arizona Corporation Commission (ACC) opened two dockets, a

generic docket to examine the costs of access services in Arizona (the "Access Charge

Docket"), and a docket to review the rules of Arizona's Universal Service Fund (AUSF)

In 2007. the Commission consolidated the two dockets in order to consider issues

regarding access charges and universal service simultaneously. Af ter two years of1

discussion through workshops, comments filed by various parties, and procedural

conferences that yielded no specific proposals, the Commission concluded Thai "access

charges and AUSF should be reviewed to reflect the current realities in the

communications industry," and decided to conduct evidentiary hearings to investigate

Procedural Order, In The Matter of the Review and Possible Revision of Arizona Universal Service FundRules
Article 12 of TNe Arizona Administrative Code and In The Matter of iN Investigation of the Cost of
Telecommunications Access, before the Arizona Corporation Commission, Docket Nos. RT-00000H-97-0137
and T-00000D-00-0672, September 29, 2009 (hereafter 2009 09 Procedural Order), p. l
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these issues. According to the Procedural Order issued by Judge Rodder, the hearingsL

will cover, at the minimum, the following issues

1.

2.

3.

What coniers should be covered by access reform?

To what target level should access rates be reduced?

What procedures should the Commission implement to achieve the desired reduction
in access rates?

4. Should carriers be permitted to contract for access rates that differ from their tariffed
rates?

5. What revenue sources should be made available to carriers to compensate for the loss
of access revenues

6. How much of access cost recovery, if any, should be shifted to end users? What
showing should be required for such a shill? What should be the role of "benchmark
rates and how should benchmarks be set?

7. Procedurally what will be required of a carrier if it seeks a "revenue neutral" increase
in local rates

8. Assuming that AUSF funds will also be used as a compensating revenue source, what
specific revisions (including specific recommended amendment language) to the
existing rules are needed to allow use of AUSF funds for that purpose

9. Which coniers should be eligible for AUSF support?

10. What should be supported by AUSF? Access replacement only? High cost loops
Line extensions? Centralized administration and automatic enrollment for Lifeline
and Link-up

11. What should be the basis of AUSF contributions and what should be the structure of
any AUSF surcharge(s)'?

12. Any other specific revisions to the AUSF rules

2009 09 Procedural Order, p. 4

2009 09 Procedural Order, pp. 4-5. Parties may also address "additional matters that they believe are
important to the Commission's investigation
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PLEASE EXPLAIN THE PURPOSE AND ORGANIZATION OF YOUR DIRECT
TESTIMONY

The purpose of my direct testimony is to address Issues 1-3 and 5-6 in the Procedural

Order issued by Judge Rodda on September 29, 2009. First, under Issues 1 and 2, I

explain, on the basis of economic principles and analysis, the harmful effects the current

switched access charge regime is having on Arizona consumers and on the competitive

process. I explain hatreducingthe currently excessive intrastate switched access fates in

Arizona will promote the objectives of Arizona telecommunications policy by

(i) enhancing the welfare of consumers of telecommunications services in
Arizona

(ii) decreasing regulatory impediments to competitive neutrality between
technologies

(iii) reducing incentives for wasteful arbitrage, and

(iv) improvlmg the etiiciency of investment incentives

Reducing intrastate access rates to interstate levels will therefore serve the public interest

then explain, under Issues 3, 5, and 6, that access reductions are properly seen as part of

a holistic approach to access reform that must allow local exchange carriers ("LECs") an

opportunity to recover access revenues that would be forgone on rate-regulated lines as a

result of the policy change. These revenue opportunities can be provided in the form of

increased retail prices alone or in combination with universal service support funds
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Each solution has merits and demerits, which I explain in hopes of assisting the

Commission to develop a sound, holistic policy approach to access reform that advances

social welfare in Arizona

My testimony is organized as follows: Section III provides a summary of my

conclusions. Section IV presents a brief history of the telecommunications policies in the

U.S. that led to the current distorted access price regime, and the reforms adopted at the

federal level to partially address these distortions. Section V describes the existing

switched access regime in Arizona and how the intrastate switched access rates paid by

wireline interexchange carriers ("IXCs") to LECs in Arizona differ from interstate

switched access rates, as well as from the rates paid by CLECs for local call termination

and from the rates paid by wireless companies for call termination, all of which functions

are materially the same as intrastate switched access services provided to IXCs. I also

describe the actions that have already been taken in many other states to reduce intrastate

access charges. In Section VI, I describe the economic harms to consumers, competition

and investment that result from the existing asymmetries and inconsistencies of the

current access regime, as well as the perverse incentives for regulatory arbitrage created

by the distortions of the existing switched access regime. I explain that reducing

intrastate access charges to parity with interstate access rates would benefit consumers

competition and investment, and reduce incentives for carriers to pursue wasteful and
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opportunistic arbitrage opportunities. Section VII explains why, in light of the forgoing

analysis, the Commission should order incumbent local exchange camlets ("ILE Cs") to

decrease intrastate access rates to interstate levels, and order competitive local exchange

carriers ("CLECs") to cap their rates at the level of the ILEC with which the CLEC

competes. I explain that this policy will bring intrastate access charges in Arizona closer

to the ILE Cs' costs, thereby enhancing economic efficiency. I also explain the unique

regulatory and market characteristics of switched access that endow all LECs, including

CLECs, with market power over access to their own customers, necessitating the

proposed regulatory intervention. In Section VIII, I explain that access rate reductions

must be seen as part of a holistic and revenue-neutral approach that allows rate-regulated

carriers to recover the forgone access revenues on price-capped lines. Section IX

summarizes the benefits to consumers and the economy from reforming intrastate access

rates to interstate levels

14 111. Summary of Conclusions

DR. ARON. PLEASE SUMMARIZE THE CONCLUSIONS OF YOUR DIRECT
TESTIMONY

The Commission should order all local exchange companies in ArizoNa to decrease their

intrastate switched access rates. ILE Cs should reduce their rates to the levels and

structure of their corresponding interstate switched access rates. Each CLEC should
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reduce its intrastate access charge levels and structure to that of the ILEC with whom it

competes in a specific area. Doing so would bring intrastate access rates to more

efficient levels and bring them closer into line with the fees charged by the same LECs

providing the same functionality to competitors using other technologies. Bringing the

rates closer to the ILE Cs' interstate charges, and bringing them more into alignment with

rates charged to intermodal competitors and to other wireline providers for the same

functionality, benefits consumers and competition and would promote the public interest

Current intrastate access rates-the rates charged by wireline LECs to wireline IXCs for

originating and terminating long distance telephone calls to their customers-are far

above the rates that the same LECs charge to originate and terminate interstate calls, even

though the functionality provided is the same. The LECs' intrastate switched access rates

are even farther above the rates that the same LECs charge for the same functionality

provided to CLECs to terminate local calls, and to mobile wireless service providers to

terminate most intrastate wireless calls

Figure 1 shows the average call origination and termination rates assessed by ILE Cs

Qwest, Verizon and Arizona Loco] Exchange Carrier Association ("ALECA") members

as well as CLECs COX and Integra, in Arizona
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Figure 1

Average Charges for Call Termination Services 'm Arizona

[BEGIN HIGHLY CONFIDENTIAL INFORMAT10N]

[END HICHLY CONFIDENTIAL INFORMATION]

The chart illustrates the disparitic-:s~~»wl1ich can only be described as huge-~between the

rates that LECs charge for the same functionality of call termination depending on the

regulatory jurisdiction governing the call. Intrastate access rates in Arizona are multiples

10
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of the ra tes charged by the same LECs for  the same functionality if the call is

jurisdictionally interstate, local or wireless

For example, consider a customer in Phoenix who subscribes to Qwest for local services

and to AT&T for long distance services. If that customer were to make a ten-minute call

to a Verizon customer in Los Angeles, AT&T would pay Verizon a bit over [BEGIN

HIGHLY CONFIDENTIAL INFORMATION] [END HIGHLY

CONFIDENTIAL INFORMATION] in interstate access charges to terminate the call

and would pay Qwest approximately [BEGIN CONFIDENTIAL INFORMATION]

[END CONFIDENTIAL INFORMATION] in interstate access charges to

originate the call. Hence, AT&T would pay approximately [BEGIN HIGHLY

CO NFI DE NT I AL  I NFO RMAT I O N]  l  [E ND HIGHLY CONFIDENTIAL

INFORMATION] in access charges on that call. However, if the same customer were

to make a ten-minute intrastate call from Phoenix to a Verizon customer in Parker

Arizona, AT&T would pay Verizon approximately [BEGIN HIGHLY

CONFIDENTIAL INFORMATION] I [END HIGHLY CONFIDENTIAL

INFORMATION] in intrastate access charges to terminate the call, and would pay

Qwest approximately [BEGIN CONFIDENTIAL INFORMATION] _ [END

CONFIDENTIAL INFORMATION] in intrastate access charges to originate the call

Hence, f o r  t he in-state call, AT&T would pay over [BEGIN HIGHLY

11



Arizona Corporation Commission
Docket No. RT-00000H-97-0-37

Docket No. T-00000D-00-0672
Direct Testimony of Dr. Debra J. Aron

CONFIDENTIAL INFORMATION] l [END HIGHLY CONFIDENTIAL

INFORMATION] in access charges. All together, AT&T would pay over ten times as

much in access charges for the intrastate call, even though Qwest would be providing the

same functionality to originate the call, and Verizon would be providing the same

functionality to terminate the call in either case. Moreover, if the caller in Phoenix used

her cell phone instead to call the same party in Parker, the wireless provider would pay

only [BEGIN HIGHLY CONFIDENTIAL INFORMATION] [END

HIGHLY CONFIDENTIAL INFORMAT ION] to Verizon to terminate the call (and

no intercalrier fees to originate the call)

Decreasing intrastate access charges would directly benefit consumers because economic

principles dictate and the evidence across 50 states shows that when access fees go down

retail long distance prices go down as well. In fact, numerous states have already

reformed ILEC intrastate access rates and targeted intrastate access rates to equal, or

mirror," interstate access rates, as AT&T proposes here, At least 16 states have

imposed caps on CLEC intrastate access rates. Based on the historical relationship across

50 states between AT&T's intrastate access charges and its intrastate long distance prices

over the last several years, the data indicate that the proposed access reform would lead

to a decrease of 19 to 42 percent in AT&T's average intrastate long distance price in

Arizona

12
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Moreover, the highly disparate access rates in the current system harm competition and

distort investment by creating an artificial, regulatory-induced competitive disadvantage

for wireline long distance providers as compared to their intermodal long distance

competitors. Decreasing intrastate access rates to interstate levels would not eliminate

the disparities across technology platforms but would significantly diminish them

creating a more level playing field and permitting a greater degree of competition on the

merits, encouraging investment that better reflects the relative efficiencies of different

technologies and service providers, and reducing incentives for wasteful and

opportunistic arbitrage

The harms from the current regulatory access regime in Arizona can be summarized to

include the following

Consumers pay excessive prices for wireline intrastate toll services and are unduly
discouraged by these uneconomically high prices from using and enjoying long
distance service on the wireline network

Consumers are unduly discouraged from making wireline long distance calls in favor
of using other communications alternatives, even where consumers might prefer the
service characteristics of a wireline call

Competition between teclmologies is distorted by an access regime that permits other
providers using alternative technologies to pay substantially lower rates for materially
identical functionality as that provided to traditional wireline carriers at much higher
rates, and that artificially disadvantages IXCs vis-8-vis other communications options
that avoid the public switched telephone network ("PSTN") (and regulated
interconnection charges) entirely

13
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The incentive and ability of wireline long distance providers to invest in the provision
ofwireline long distance services is reduced because consumers are unduly
discouraged from using those services

Arbitrage opportunities are created by regulatory distortions under which, for
example, call-pumping schemes exploit access payers, and resources are wasted on
enforcing traffic distinctions that have no economic basis but have significant pricing
implications under the current system

Existing intrastate access rates perpetuate an outmoded regulatory policy of the

monopoly era by which LEC services were subsidized by long distance services. While

access reform is sorely overdue in Arizona, it is appropriate that reform of intrastate

access policy be viewed holistically, acknowledging the historical policy quid pro quo by

which access rates subsidized below-cost retail prices for local services. A holistic

policy reform will therefore provide an opportunity for LECs to recover the access

revenues forgone on price-regulated lines through some combination of (i) increased

retail prices on price-regulated lines and (ii) explicit support from the state universal

Providing LECs the opportunity to recover the lost access revenues via retail price

increases would be the most economically efficient means of recovering those revenues

and would best promote competition and efficient investment. If, however, the

Commission finds that the price increase necessary to recover all access revenues that

would be forgone due to the access rate reductions is untenable for universal service

14
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reasons, a smaller price increase could be allowed and the remaining revenue could be

recovered in universal service support. This method of revenue recovery respects the

policy concern for limiting prices to "affordable" levels, albeit at the cost of some

economic efficiency. At the same time, allowing cost recovery by providing universal

service support imposes support burdens on customers who must pay for those subsidies

including some customers with below-average income. In light of the broad availability

of wireless voice services and broadband-based voice services in the marketplace today

in assessing an appropriate benchmark the Commission would be well-served to

scrutinize old assumptions about whether allowing retail prices to rise to fully recover the

forgone access revenues would be likely to have any genuine effect on telephone

penetration in Arizona

Regardless of the method of revenue recovery chosen by the Commission, the

Commission should recognize that today's convoluted patchwork structure of

access/interconnection rates needs to be reformed to decrease intrastate access rates in

Arizona to interstate levels so that

different technologies and companies can compete more closely on their
merits

• consumers can benefit from lower, more cost-based prices for wireline long
distance telephony

15
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• consumers can choose among providers based more closely on the relative
value provided

wasteful arbitrage activities are limited, and

• consumers in Arizona can more fully enjoy the benefits of all modern
communications technologies

7 Iv. The Legacv Access Regime is No Longer Viable (Issues 1 and 2)

8

9

A. Switched Access Charges Were Originally Set to Provide "Implicit Subsidies
for Below-Cost Local Service Paces

WHAT IS "SWITCHED ACCESS"?

Switched access is the service that a LEC provides to an INC to transport the portion of

the INC's call that begins or terminates on the LEC's facilities. Consider, for example, a

customer who subscribes to the long distance service of AT&T, and the local exchange

service of Cox. Suppose that the customer mauves a long distance call to a friend who

receives local exchange service from Qwest. AT&T, the INC in this example, does not

have a direct connection to either customer but its network is interconnected with the

local exchange facilities of both COX and Qwest. When that call is dialed, it will travel

over Cox's communications path, or "loop," from the calling customer's home to Cox's

switch. Cox's switch will determine that the call is to be sent to the network of AT&T

the customer'slong distance carrier, and it will route the call to Cox's transport facilities

16
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that connect with AT&T's network. From that point, AT&T will transport the call to a

point of interconnection with Qwest near the called party, where it will hand off the call

to Qwest for delivery to the called party. Cox's delivery and handoff of the call from the

calling customer's premises to AT&T's point of interconnection is called originating

switched access service, and Qwest's receipt and delivery of the call to the called party is

called terminating switched access service. On both sides, the access supplier provides

the connection to an end-user

Although the access services are identical regardless of the distance between the parties

the price that AT&T pays for those services is determined by whether the calling and

called parties are in the same state (in which case intrastate switched access charges

would apply) or different states (in which case interstate switched access charges would

apply)

Consider another scenar 'l1'\.t:> *11C*1f\l"l'l£ll" £\1"17.Dow L11v  'v uuuv l l lv x o; \'\J\»l vvzx l 1l(|» l\\¢\J u. lv\.» "\Jb£Ir \» £l» ll. LU u

neighbor who is served by Qwest. In that case, COX must transport the call to Qwest's

network for delivery to the called party. The terminating function that local exchange

company Qwest provides to local exchange company COX is the same in all material

respects as the terminating function that Qwest provided to long distance provider AT&T

in the previous scenario. The termination service provided by Qwest in this scenario has

17
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the same economic characteristics as in the first scenario, but for historic reasons goes by

a different name and is priced under a different regime

WHAT ARE SWITCHED ACCESS CHARGES?

Switched access charges" (or, in shorthand, "access charges") is the regulatory tell of

art applied to the prices that wireline local telephone companies charge to wireline long

distance providers to furnish switched access service. Access charges are a payment

from one company to another (i.e., they are "intercarrier" charges) that derive from the

fact that networks are interconnected and a call may have to traverse more than one

carrier's network to be completed. When the terminating functionality is provided by

one LEC to another LEC under a local area calling arrangement, the call-termination

functionality provided is the same as the functionality provided to terminate a long

distance call, but the intercarrier fee paid is called "reciprocal compensation

For Durooses of this testimony. I will use the term "access/interconnection regime" to

mean the entire set of regulator-approved charges that wireline LECs charge to other

carriers-wireline, wireless, incumbents, and CLECs-for the function of originating or

terminating calls, whether local or long distance, intrastate or interstate. In some cases

these charges are set by the FCC and in other cases they are set or approved by state

18
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regulators. The C ommi s s i on  ha s  c on t r o l  over  on l y  a  p a r t  o f  t he  over a l l4

access/interconnection regime that affects carriers and customers in Arizona, and i t  is

important in this proceeding for the Commission to understand the content of the rates

under its supervision in the broader access/interconnection regime and the effect of that

re me on consumers and the state's retail telecommunications market laceg

YOU REFERRED TO INCUMBENT WIRELINE PROVIDERS. CLECS. AND
VVIRELESS PROVIDERS. Do ALL OF THESE KINDS OF COMPANIES USE
SWITCHED ACCESS SERVICE, OR THE EQUIVALENT FUNCTIONALITY
PROVIDED BY WIRELINE LOCAL TELEPHONE COMPANIES?

Yes. Though the terminology "switched access service" is used to refer to wireline

LECs'  or ig inat ion and term inat ion of  wi rel ine long distance cadis,  the same

interconnection functionality is used by all of these kinds of companies. The service may

fall under different regulatory categories and go by different names, but all of these

companies use the comparable service, because any time one of their customers calls a

customer of a wireline local telephone company it must be handed off to the LEC ser

the called party so that the latter LEC can deliver the call to the called party. The current

access/intercormection regime applies to all these different lands of providers and calls

under a mosaic of mismatched regulatory policies and rules. This results in a broad range

of different prices that are charged for the same functionalities, which in turn derives

In some states there appear to be no specific rules governing intrastate access rates charged by CLECs, though
their interstate rates are governed and capped by the FCC
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from a regulatory history that has not been reformed in step with the technological and

competitive changes in the industry

CAN YOU PROVIDE AN EXAMPLE OF THE PATCHWORK REGULATORY
APPLICATION OF ACCESS CHARGES THAT YOU ARE DESCRIBING?

Yes. Consider a customer who purchases local exchange service from Qwest and long

distance service from AT&T. Every time that customer places a long distance call on her

wireline phone, AT&T, not Qwest, charges the customer for the call. However, Qwest

handles part of the call-specifically, the part that begins at the caller's location and ends

at AT&T's network. Qwest takes such calls from the calling customer's home over

Qwest's facilities to Qwest's switch at Qwest's local office, and then to Qwest's

interconnection point with AT&T's network, while holding capacity open on its own

switch and other facilities for the duration of the call. As I have described, Qwest is

entitled, as a matter of current regulatory policy, to charge AT&T for that functionality to

recover the costs that Owest incurs The fee is known as the originating switched access

charge

The functionality provided by Qwest is the same, however, regardless of whether the

called party is located in the next town, the next state, or another country. Qwest

provides the dial tone, determines where the call should go, and brings it to the

interconnection point with AT8cT's network. It is AT&T's responsibility to transport the
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call to the carrier serving the called party who might be a few or several thousands of

miles away

As an analogy, consider the job of a taxicab driver who picks up passengers at home and

drives them to Phoenix's Sky Harbor Airport. The driver's job is the same whether the

passenger is going to catch a flight to Tucson, New York, or Paris, and one would expect

the taxi fare to be the same. The current access charge system in the United States

however, is akin to the taxicab driver asking the passenger where she is flying to once

she gets to the airport, and charging a much higher fare if she is flying to Tucson than if

she is flying to New York or Paris

Similarly, on the tenninating end, when an AT&T long distance customer in New York

places a call to a Qwest local customer in Arizona, AT&T hands that call off to Qwest in

Arizona for final delivery to the customer. Qwest's functions in terminating the call are

the same. regardless of whether the long distance call comes in from New L \.f1 l\ U P

neighboring town in Arizona-just as a taxi driver's functions in taking a passenger

home from the airport are the same regardless of where the passenger flew in from. In

fact, Qwest's functions are the same even for a local call from a next door neighbor

whose local provider is not Qwest. Because of the idiosyncrasies of intercompany

regulation and different jurisdictions associated with different lands of calls and different

carriers, however, the price that Qwest charges for that service is vastly different in
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Arizona depending on where that call originated. In fact, under the current anomalous

rules, the price Qwest charges AT&T to terminate a call is substantially higher if it comes

from a neighboring town in Arizona than if the call comes from New York

HOW WAS THE ACCESS CHARGE REGIME DEVELOPED?

Before the divestiture of the "Baby Bells" from AT&T in 1984, there was no such thing

as "access charges." In the monopoly era of the late 1940s when long distance was still

viewed as a luxury, the FCC and state regulators established a policy that imposed cross

subsidy obligations on long distance users to encourage universal subscription to the

public switched telephone network by holding local service prices below cost, a policy

known as "universal service These cross-subsidies were implemented through a

separations and settlements" accounting process under which some of the costs of

providing customers with access to the local telephone network were attributed to the

long distance network and built into the (regulator-set) retail prices of long distance

service. While there is a disagreement as to their exact magnitude, there is a consensusJ

Paul W. In/IacAvoy, THE FAJLUILE or ANnTRUST AND REGULAHON To ESTABLISH COMPETITION IN LONG~
DISTANCE TELEPHOM SERVICE, (Cambridge, Massachusetts: MIT Press, 1996): pp. 8-11, and Stephen Brayer
REGULATION AND ITS REFORM, (Cambridge, Massachusetts: Harvard University Press, 1982) (hereafter Brayer
1982), pp. 296-298. The cost allocation formulas were known as "separations," and the revenue side of the
cost allocation formulas were known as "settlements" when paid to an independent telephone company and
divisions of revenues" when paid to AT&T affiliates, Gerald W. Brock, TELECOMMUNICATION POLICY FOR

THE INFORMATION AGE; FROM MONOPOLY TO COMPETITION, (Cambridge, Massachusetts; Harvard University
Press, 1994) (hereafter Brock I994), pp. 66-70
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that the separations and settlements process produced retail prices that contained

significant embedded cross-subsidiesfrom long-distance to local services

Upon the AT&T divestiture in the mid-1980s, the separations and settlements process

was abolished and replaced with an access charge regime that continued the cross

subsidy policy/ In the access charge regime, long distance companies are required to

pay a fee (the access charge) to the local exchange company or companies serving the

calling and cradled customers of a long distance call for the functionality of handling the

call at the originatingand terminating ends

In designing its new system of regulated interstate access charges, the FCC

acknowledged that a system of cross-subsidies was incompatible with competition and

1J.auo1ualA, Timothy Tardifi d Alexander Belinfante "The Effects of the Breakup of AT&
Telephone Penetration in the United States," American Economic Review 83, no. 2, (May 1993), p. 178, Larry
Blank, David L. Kaserman, and John W. Mayo, "Dominant Finn Pricing with Competitive Entry and
Regulation; The Case of IntraLATA Toll,"Joumal of Regulatory Economics 14, (1998), pp, 37, 39, David L
Kaserman, Jolt W. Mayo, and Joseph E. Flynn, "Cross-Subsidization in Telecommunications: Beyond the
Universal Service Fairy Tale," Journal of Regulator;v Economics 2, (1990), pp. 232-235, Robert W. Crandall
and Leonard Wavennan. TALK is Ci-naAp1 THE PROMISE OF REGULATORY REFORM in NORTH AMERICAN
TEi.l8co1v1mUn1cAnons, (Washington D.C.: The Brookings Institute, 1995), pp. 34-35, Alfred E. Kahn, "The
Road to More Intelligent Telephone Pricing," Yale Journal on Regulation 1, (Spring 1984), pp. 140-144, and
Peter Temin, "Cross Subsidies in the Telephone Network after Divestiture,"Journal of Regulatory Economics
2 (1990), pp, 349-362
Brock 1994,pp. 180, 186
Order on Remand and Report and Order and Further Notice of Proposed Rulemaking, In the Matter of Hign
Cost Universal Service Support and Federal-State Jozht Board on Universal Service et al.,before the Federal
Communications Commission, FCC 08..962, (released November 5, 2008), (hereafter 2008 NPRM), Appendix
A, 'II 165
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hence, it sought to implement procedures that reduced or eliminated them" The FCC

established access charges that significantly exceeded their incremental costs, but stated

that it planned to reduce those access charges gradually over time

Some efforts were made in the 1980s and 1990s to reform access rates, but per-minute

access rates remained-to use the FCC's characterization-"high At the time of

divestiture in 1984, the interstate per-minute switched access rate was 17.26¢, and by

1996 it had declined substantially, but to the still very high rate of 6. 16¢ ." In fact, these

relatively high switched access rates created an arbitrage opportunity by which new

entrants built direct connections to business locations so that these business customers

could bypass switched access charges by connecting directly to their long distance

providers and avoiding the LEC entirely when they made long distance calls

B. Recognizing That the Old System of Implicit Subsidies Call No Longer Be
Sustained, the FCC Has Adopted Significant Refonns

The FCC concluded that "[a]rtificial pricing structures, while perhaps appropriate for use in achieving social
objectives under the right conditions, cannot withstand the pressures of a competitive marketplace." See
Memorandum Opinion and Order, In the Matter of MTS and WATS Market Structure, before the Federal
Communications Commission, FCC 83-356. (released August 22, 1983), Tl7
2008 NPRM, Appendix A, W 165-166
2008NIPRA4, Appendix A, W 167-168
Trends in Telephone Service," Federal Communications Commission, Industry Analysis and Technology

Division Wireline Competition Bureau, August 2008, (hereafter 2008 FCC Trends in Telephone Service), Table
1.2
2008 NPRM, Appendix A, qt 168, and Peter W. Huber, Michael K. Kellogg, and John Thorne, The Geodesic
Network II: 1993 Report on Compehlion in the Telephone Indu5l7y,pp. 2.24-2.52
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DID THE FCC ADOPT SIGNIFICANT REFORMS TO INTERSTATE
SWITCHED ACCESS CHARGES FOLLOWING THE ENACTMENT OF THE
TELECOMMUNICATIONS ACTOF 1996("TA96")?

Yes. The purpose of TA96 was to open local exchange markets to competition." The

inherent friction that already existed between a cross-subsidy policy and competition in

long distance markets was magnified by the complete incompatibility between a cross

subsidy policy and competition in local exchange markets. TA96 therefore was the final

straw in rendering the legacy system of implicit cross-subsidization of local service from

long distance providers unworkable in the long term. Congress recognized, in fact, that

the implicit subsidies built into the old system in which retail prices for basic local

service were set below cost to encourage local subscribership while access rates were set

well above cost in order to subsidize the below-cost retail prices for local service were

not sustainable in a competitive marketplace. Congress, therefore, directed the FCC to

eliminate or replace implicit subsidies with explicit subsidies thereby moving all

interstate access rates towards cost-based levels

Telecommunications Act of 1996, Preamble, and, First Report and Order, In the Matter of lmplementation Q
the Local Competition Provisions in the Telecommunicaaons Act of 1996 and Interconnection between Local
Exchange Carriers and Commercial Mobile Radio Service Providers, before the Federal Communications
Commission, FCC 96-325, (released August 8, l996), (hereafter I996 Interconnection Order), 113
2008 NPRM, Appendix A, 11169
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WHY IS A CROSS-SUBSIDY POLICY NO LONGER VIABLE IN TODAY'S
MARKET PLACE?

As I explained earlier, the original purpose of legacy cross-subsidy policies was to keep

prices for residential local service artificially low, even if that meant keeping them below

their true economic cost, to encourage universal subscription to telephone service. A key

problem with that policy, however, is that it is counterproductive to the process of

petition 1 I ,_
111 iNc long run, you can have etiicient competition, or you can have

implicit cross-subsidies built into regulated prices, but you cannot have both. Efficient

competition is impeded and innovative investment is discouraged if retail prices are held

below cost and cannot respond to market conditions (such as changes in production costs

or demand)

Moreover, not only are cross subsidies destructive to ef f icient competi t ion, but

competition ultimately undermines the cross subsidies. As excessive access rates keep

wireline long distance prices higher than they would otherwise be, consumers are

encouraged to switch to alternatives, such as wireless calls (which are not subject to the

same level of termination costs, as I will explain shortly) and other options that bypass

the PSTN entirely, such as computer-to-computer calling, social networking sites, or

instant messaging. The decreased usage of wireline long distance service in tum causes
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access revenues to decrease, drying up the very source of subsidy that the access rates

were originally designed to provide. According to information compiled by the FCC

reporting ILE Cs' interstate interLATA billed access minutes carried by IXCs declined

from a peak of 535.0 billion in 2000 to 372.0 billion in 2006-the most recent year with

available information-a decline of 30 percent in just six years. In that same time period

intrastate interLATA minutes declined by about 33 percent, from 257.3 billion to 171.1

billion. Hence, a system of subsidizing local exchange companies via access charges is1 /

not sustainable in the presence of competition that is severely eroding the source of

subsidies

HAS THE FCC INSTITUTED ACCESS REFORM IN LIGHT OF THE
MANDATES OF TA96?

Yes. In response to the mandate of TA96 to eliminate or replace implicit subsidies with

explicit subsidies and move all interstate access rates towards cost-based levels, the FCC

implemented significant access reforms in M 1997. May 2000. and Ncvemaer

with the releases of its Access Charge Reform Order, CALLS Order, and MAG Order

respectively. The Access Charge Reform Order established rules that required the

structure of access charges to more closely reflect cost-causation. The rules reduced the

usage-sensitive (per-minute) interstate switched access rates by removing fixed, non

See Debra J. Aron and David E. Burnstein, "Regulatory Policy and the Reverse Cellophane Fallacy," .Tune 1
2008, available at SSRN: http://ssrn.com/abstract=l l7l292, forthcoming, Journal of Competition Law &
Economics
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traffic sensitive costs from these charges and requiring incumbent LECs to recover these

costs through flat-rated charges to their end-user customers. The FCC acknowledged16

that these reforms would not "remove all implicit support from all access charges

immediately," however, and concluded that a process of gradually reducing interstate

access charges to cost over time was warranted." Over a three-year period, the per

minute interstate switched access rate declined by over half, from 6.04¢  in January1997

to about 2.85¢ in January 2000

The FCC and the industry nevertheless recognized that further reductions to switched

access charges were warranted. The CALLS Order implemented further reductions to

price cap ILE Cs' interstate switched access rates by adopting a proposal set forth by a

consortium of local and long-distance providers. The CALLS Order reduced ILE CsLI

interstate switched access charges by reducing local switching and other traffic-sensitive

rate elements. The FCC ordered large ILE Cs, other price cap LECs, and rural price cap

ILE Cs to reduce their average traffic-sensitive rates to 0.55¢ , 0.65¢ , and 0.95¢  per

2008 FCC Trends in Telephone Service, Table 10.2
First Report and Order, In the Matter ofAcce5s Charge Reform and Price Cap Pe17"ormance Review for Local
Exchange Carriers et al., before the Federal Communications Commission, FCC 97-158, (released May 16
1997), (released May 16, 1997), (hereafter 1 997 Acce5s Reform Order), fl 6
]997 Access Reform Order, 119
2008 FCC Trends in Telephone Service, Table 12
Sixth Report and Order in CC Docket Nos. 96-262 and 94-1, Report And Order in CC Docket No. 99-249
Eleventh Report and Order in CC Docket No. 96-45, In the Matter of Access Charge Reform and Price Cap
Performance Review for Local Exchange Carriers el al., before the Federal Communications Commission
FCC 00-193, (released May 31, 2000), (hereafter FCC CALLS Order), W 1-3. By "price cap ILE Cs," I mean
1LECs that are subject to price cap regulation by the FCC
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minute, respectively, and established a new explicit universal support fund to help local

exchange carriers offset the reduction in switched access charges received

In the MAG Order, the FCC implemented similar refomls to the access prices that could

be charged by ILE Cs subject to rate-of-return regulation." As with the CALLS Order, the

MAG Order's reforms were "designed to bring the American public benefits of

competition and choice by rationalizing the access rate structure and driving per-minute

rates towards lower, more cost-based levels. The MAG Order provided for reductionsLE

in per-minute charges for rate-of-return ILE Cs and created a universal service support

mechanism to replace implicit support with explicit support." Interstate access rates

achieved as a result of the CALLS Order and the MAG Order are. with minor

modifications. the interstate access rates in effect today

FCC CALLSOrder, W 30, 32, 56, 162. Qwest and Verizon are subject to the 0,55¢ rate in Arizona. See,FCC
CALLS Order, 'll 144, Federal Communications Commmission, "Carrier Filing History
http://www.fcc.gov/wcb/armis/carrier_filing history, and Federal Communications Commission, "Verizon
GTE Corporation (GTTC)," http://wwwfccgovlwcb/armis/carrier_filing_history/COSA_History/gttc.htm
Second Report and Order and Further Notice of Proposed Rulemaking in CC Docket No. 00-256, Fifteenth
Report and Order in CC Docket No. 96»45, and Report and Order in CC Docket Nos.98~77and 98-166,In iN
Matter of Multi-Association Group (MAG) Plan for Regulation of Interstate Services of Non-Price Cap
Incumbent Local Exchange Comers and Interexchange Carriers and Federal-State Joint Eoard on Universal
Service et al., before the Federal Communications Commission, FCC Ol-304 (released November 8, 2001)
(hereafterMAG Order)
IMAG Order, 11 l
M46 Order, lm 15
2008 FCC Trends in Telephone Service,Table 1.2., and pp. l-l, 1-2
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DID THE FCC CONCLUDE THAT REDUCING INTERSTATE ACCESS RATES
WOULD BENEFIT CONSUMERS?

Yes. The FCC concluded in the CALLS Order that the mandated restructuring and

reduction of access charges would produce lower long distance prices to consumers

resulting in "significant consumer benefits. The FCC drew similar conclusions in the974 I

MAG Order. as mentioned above

HAS THE FCC ALSO SET LIMITS ON CLECS' INTERSTATE ACCESS
RATES?

Yes. In 2001, the FCC concluded that CLECs have market power in the provision of

switched access services and required that CLECs' interstate access rates in any

geographic area be capped at the interstate access rates of the ILEC in that area

Although the FCC identified those caps as an "interim measure" at the time, the FCC has

not rescinded those caps and at least as recently as 2005, in its Intercarrier Compensation

Reform FIVPRM, has reiterated its conclusion (correctly, as I will explain in Section VII)

that terminating access is a monopoly

FCC CALLSOrder, Til 28, 35
See also ]l44GOrder, 1111
Seventh Report and Order and Further Notice of Proposed Rulemaking,In the Matter of Access Charge R
and Reform of Access Charges Imposed by Competitive Local Exchange Carriers, before the Federal
Communications Commission, FCC 01-146, (released April 27, 2001), (hereafterCLEC Access Charge RE
Order), W 29,31, 52
See, for example, Further Notice of Proposed Rulemaking, In the Matter of Developing a Unified lnlercarrier
Compensation Regime, before the Federal Communications Commission, FCC 05-33, (released March 3
2005), (hereafter Intercarrier CompensahOn Reform FNPRM),11 24. Regarding originating access, the FCC
has not indicated any retreat from its 2001 conclusion that originating access is a monopoly service (See,CLEC
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HAS THE FCC RECOGNIZED THAT THE CURRENT ACCESS CHARGE AND
INTERCONNECTION REGIME REQUIRES FURTHER REFORMS IN LIGHT
OF THE COMPETITIVE DEVELOPMENTS IN THE INDUSTRY?

Yes. The FCC acknowledged shortly after the release of the 2000 CALLS Order that a

comprehensive, unified, and competitively neutral regime was called for. The FCCJO

stated in a 2001 Notice of Proposed Rulemaking that the ad hoc nature of intercarrier

compensation is an impediment to the development of competition," and observed that

[i]nterconnection arrangements between camlets are currently governed by a complex

system of intercarrier compensation regulations... [that] treat different types of carriers

and different types of services disparately, even though there may be no significant

differences in the costs among carriers or services The FCC has since received

proposals, opened a subsequent Rulemaking" and, according to the FCC, "compiled an

extensive record over the past seven years However, despite passing the eight-year

mark, the FCC has yet to issue an order on comprehensive reform

Access Charge Reform Order, 11 29), and as recently as 2008 then-chairman Martin proposed eliminating
originating access charges entirely. See,2008 NPRM,Appendix A, TI 229
Notice of Proposed Rulemaldng, Io the Matter of Developing a Una*ied Intercarrier Compensation Regime
before the Federal Communications Commission, FCC 01-132, (released April 27, 2001), (hereafter 2001
NPRM, W 1-2
2001 NPRM, in 11-18
2001NPRZW, 115
Furdaer Notice of Proposed Rulemaking, In the Matter of Developing a Unified Intercarrier Compensation
Regime,before the Federal Communications Commission, FCC 05-33, (released March 3, 2005)
2008 NPRM,Appendix A, 11187
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The FCC continues. nevertheless_ to articulate the need for access reform and the

detrimental effect that the current regime of ad hoc, excessive, and mismatched rates has

on competition and consumers. On November 5, 2008, the FCC sought comments on an

intercarrier compensation reform proposal drafted by then-FCC Chairman Martin. The

Martin proposal articulates the following shortcomings with the status quo intercarrier

compensation regulations

The differences in existing intercanrier compensation regimes impose
significant inefficiencies on users and distort carriers' investment
incentives. which can result in losses of billions of dollars in consumers
and producers surplus. Possibly more important, these legacy regulatory
regimes pose an obstacle to the transition to an all-IP broadband world
Because carriers currently can receive significant revenues from charging
above~cost rates to terminate telecommunications traffic, they have a
reduced incentive to upgrade their networks to the most efficient
technology or to negotiate interconnection agreements that are designed to
accommodate the efficient exchange of IP traffic, as both actions would
likely lead to reduced intercarrier payments

Indeed, 'm its most recent proposal to reform interstate switched access charges the FCC

proposed to implement even more restrictive measures on how CLECs and ILE Cs price

interstate access At this time there is no indication as to whether or when an actual

order might be issued, however. Thus, the passage of time has made clear that the

Commission cannot assume the role of spectator and wait to see if and when the FCC

takes action. Inaction by the Commission would have harmful consequences for
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consumers, businesses, and competition in Arizona. The Commission should instead

work to reduce the most egregious problems that fall within its own jurisdiction. States

currently retain the same jurisdiction over intrastate rates they have had since access

charges were first implemented in 1984 and, for reasons I address below, have more

compelling social policy reasons to reduce intrastate access rates than ever before

Indeed, as I will discuss, many states have already implemented reforms

The Current Access/Interconnection Charge Regime Is Highly Asymmetric (Issues
1 and 2)

A. Access Rates Paid by Wireline IXCs Ale Much Higher for Intrastate Long
Distance Calls Than for Interstate Long Distance Calls, and Are Much Higher Than
Local Call Tennination Rates, Even Though Those Rates Are AH for the Same
Functionality

DID THE FCC'S ACCESS CHARGE REDUCTIONS THAT YOU HAVE
DISCUSSED APPLY TO ALL LONG DISTANCE TELEPHONE CALLS?

No. The FCC implemented reductions to interstate switched access rates, which apply to

interstate long distance calls, not intrastate long distance calls, which have historically

been under state jurisdiction. As a result, wireline long distance providers are assessed

much higher rates in Arizona for intrastate long distance calls than for origination and

2008 NPRM, Appendix A, 11189
2008 NPRM, Appendix A, W 186-236
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termination of interstate calls even though (as I discussed above) the LEC's origination

and termination functions are the same for interstate and intrastate calls

HOW ARE INTRASTATE ACCESS CHARGES APPLIED IN ARIZONA?

A LEC charges intrastate access fees for the origination or termination of long distance

wireline circuit switched cadis that originate and terminate in Arizona. Hence, a wireline

call that originates in one local calling area in Arizona and terminates in another local

calling area in Arizona is an intrastate long distance call to which intrastate access

charges would apply

YOU EXPLAINED THAT THE FCC HAS DECREASED INTERSTATE ACCESS
CHARGES SUBSTANTIALLY SINCE THEY WERE FIRST INSTITUTED IN
THE 1980s. HAVE THERE BEEN CORRESPONDING REDUCTIONS IN THE
ACCESS CHARGES APPLICABLE TO ARIZONA INTRASTATE TOLL
CALLS?

No. Intrastate switched access charges in Arizona do not reflect federal reforms, leading

to intrastate rates that are much higher than interstate rates (and cost-based rates) for the

same function. As a result, Qwest's intrastate rates remain more than double its interstate

rates. Other carriers are charging intrastate access rates that are an even larger multiple

of their interstate rates, in fact, one carrier charges for intrastate switched access at a rate

over 40 times higher than the fee charged for the same service if the call is interstate
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WHAT ARE THE ACCESS RATES CHARGED TODAY BY INCUMBENT LECS
IN ARIZONA TO WIRELINE IXCS?

The access rates charged by incumbent LECs in Arizona today are shown in Table 1

below

It is useful to understand that access rates are not a single number but instead consist of

many rate elements that combine to provide the access service. Some of these rate

elements are priced on a flat rate (e.g., per month) basis, some on a per-minute-per mile

basis, and some on a per minute basis. Depending on which elements are requested by

the INC seeking access, the configuration of the interconnection arrangement, and the

number of minutes processed, the average per minute rate paid by one INC can differ

from the average paid by another, even to the same LEC. A common way to compare the

access rates of one LEC to another's is to compute the average per minute rate paid to a

given LEC by all IXCs, taldng into account all the access rate elements purchased. The

table below provides the average per minute intrastate rate paid to ILE Cs based on actual

access revenues and access minutes of use provided by the LECs in discovery. The table

also shows the carriers' average interstate access charges

35



Arizona Corporation Commission
Docket No. RT-00000H-97-0137

Docket No. T-0G000D-00-0672
Direct Testimony of Dr. Debra J. Aron

Table 1

Arizona ILEC Access Charges to Wireline IXCs for
Call Origination and Call Termination Services

[BEGIN HIGHLY CONFIDENTIAL INFORMATION]

[END HIGHLY CONFIDENTIAL INFORMATION]

Carriers were asked to provide only revenues from elements rated on a minute-of-use basis. It
appears, however, that Qwest's revenues include elements for both intrastate and interstate
access that are not rated on a minute-of-use basis

9 Sources: Qwest, Verizon, and ALECA responses to Stars Data Request STF 1.1

10

This table demonstrates the significant disparities in the regulated rates charged by the

ILE Cs for originating and terminating telephone traffic. Qwest's average intrastate

access charge of [BEGIN CONFIDENTIAL INFORMATION]

14 [END CONFIDENTIAL INFORINLATION] is more than double its average interstate

access charge of [BEGIN CONFIDENTIAL INFORMATION]

[END CONFIDENTIAL INFORMATION]. Verizon's average intrastate access charge

of [BEGIN HIGHLY CONFIDENTIAL INFORMATION] [END

HIGHLY CONFIDENTIAL INFORMATION] is over 40 times as large as its average
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interstate access charge of [BEGIN HIGHLY CONFIDENTIAL INFORMATION]

_ [END HIGHLY CONFIDENTIAL INFORMATION]. The intrastate

access rates charged on average by ALECA members of 11.42¢  per minute are about

seven times as large as the interstate access charge of 1.66¢ per minute

In addition, an INC pays switched access charges not only for call termination but also

for call origination if it does not also provide local service to the calling party (that is, if.it

is providing "stand-alone" long distance service to the customer). Hence, an INC.Jo

providing stand-alone long distance service would pay [BEGIN HIGHLY

CONFIDENTIAL INFORMATION] _ [END HIGHLY CONFIDENTIAL

INFORMATION] per minute to Verizon for an in-state toll call in Arizona, if Verizon

were the local service provider to the called and calling parties. If the call crossed state

boundaries, the per minute charges would instead be [BEGIN HIGHLY

CQNFIDENTIAL INFORMATION] _ [END HIGHLY

CONFIDENTIAL INFORMATION], assuming that Verizon's interstate access rate in

the other state was comparable to Verizon's interstate rate in Arizona

YOU EXPLAINED EARLIER THAT THE FUNCTIONALITY PROVIDED BY A
LEC TO TERMINATE A LONG DISTANCE CALL RECEIVED FROM AN INC
IS THE SAME AS THE FUNCTIONALITY PROVIDED BY THE LEC TO
TERMINATE A LOCAL CALL RECEIVED FROM ANOTHER LEC. HOW DO

A LEC that originates a call and also provides the long distance service on the call might, as an accounting
matter, pay originating access to itself, but as a company, it does not bear the originating access fee as a cost
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THE CHARGES FOR TERNIINATING A LONG DISTANCE CALL COMPARE
TO THE CHARGES FOR TERMINATING A LOCAL CALL?

Although the services provided by the ILEC to terminate another carrier's traffic to the

ALEC's customer are functionally the same whether the ILEC is terminating a local call

or a toll call, there is a tremendous disparity between the regulated rates for terminating

toll calls and local calls. For instance, according to data provided in discovery, a CLEC

termmatmg a local call to Verizon customer pays Verizon on average [BEGIN

HIGHLY CONFIDENTIAL INFORMATION]

[END HIGHLY CONFIDENTIAL INF()RMATI0N]39 for each minute of the

call, whereas, as shown in Table 1, an INC terminating an intrastate toll call to the same

Verizon customer would pay Verizon approximately [BEGIN HIGHLY

CONFIDENTIAL INFORMATION] 2 [END HIGHLY CONFIDENTIAL

INFORMATION] per minute-over 200 times as much as the CLEC pays for the same

terminating functionality

WHAT ARE THE ACCESS PRICES CHARGED BY CLECS IN ARIZONA?

Table 2 below provides the average per minute intrastate and interstate access rates

charged by the CLECs that provided relevant data in response to Staff's discovery

Verizon Companies Response to AT&T Data Request No. 2.12. Computed as 2008 local interconnection
revenues divided by 2008 local interconnection minutes of use. Qwest and all other LECs in this proceeding
were also asked to provide local interconnection revenues and minutes of use from 2003 to 2008 that would
have permitted me to calculate the average reciprocal compensation rates they charge, but only Verizon and

a
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requests. As with Table 1, Table 2 illustrates the disparities between interstate and

intrastate rates charged by CLECs. In all cases, intrastate rates are multiples of the

interstate rates

Table 2

Arizona CLEC Access Charges to Wireline IXCs
for Call Origination and Call Tennination Services

[BEGIN HIGHLY CONFIDENTIAL INFGRMATIGN]

[END HIGHLY CONFIDENTIAL INFORMATION]

Carriers were asked to provide only revenues from elements rated on a minute-of-use basis
It appears, however, that Integra's and XO's revenues include elements that are not rated on
a minute-of-use basis

Average of TCG, AT&T, and SBC LD

Average of Electric Lightwave, Eschelon, and Mountain Communications

14 Sources: CLEC responses to Stars DataRequest STF 1.I

Integra provided that information. See Qwest Responses to AT&T Data Request No. 3.12 and other LECs
Responses to AT&T Data Request No. 2. 10. Some LECs have not yet responded to this request

39



Arizona Corporation Commission
Docket No. RT-00000H-97-0137

Docket No. T-00GOOD-00-0672
Direct Testimony of Dr. Debra J. Aron

B. The Current System of Intercarrier Compensation Is Highly Asymmetric Across
Technologies

ARE ACCESS CHARGES
TECHNOLOGIES?

APPLIED SYMMETRICALLY ACROSS

No, not at all. The application of interconnection rates differs significantly across

technologies, including wireless, VoIP, and other communications platforms

HOW ARE ACCESS CHARGES APPLIED DIFFERENTLY TO WIRELESS
CALLS?

Wireless providers are not charged intrastate access rates for intrastate wireless calls

except in very limited circumstances. Under FCC rules established in 1996, if a call

originates on a wireless phone and goes to a LEC's customer without crossing the

boundary of a Major Trading Area ("MTA"), it is considered a "local" call for purposes

of interconnection fees (even if the call crosses a state boundary, a LATA boundary

and/or a LEC local calling area boundary) and the LEC charges reciprocal compensation

rates, which are much lower than switched access rates." Wireless carriers are subject to

switched access rates only on calls that (1) terminate to a LEC customer, and (2) cross an

MTA boundary

I 996 Interconnection Order, W 1034-1036
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CAN YOU PLEASE DESCRIBE THE DIFFERENCES BETWEEN MTAS AND
WIRELINE LOCAL CALLING AREAS IN ARIZONA?

Yes. The difference is huge. In fact, there are only three MTAs in all of Arizona, two of

which extend well beyond Arizona's borders, while there are hundreds of local individual

wireline calling areas 'm Arizona. Moreover, the two biggest cities in Arizona, Phoenix

and Tucson, are in the same MTA. Figure 2 shows the rate centers that comprise the

local celling areas of the Phoenix and Tucson areas and shows the PhoenixMTA, which

is the MTA in which these two local calling areas reside. A wireline call originating in

Phoenix must terminate within the Phoenix local calling area (i.e., must go to a customer

in one of those Phoenix rate centers circled on the map) to qualify for reciprocal

compensation rates for termination. In contrast, a wireless call originating in Phoenix

could go to anywhere in the entire area indicated as the Phoenix MTA, which 'includes

Tucson and most of the geographic area of Arizona, and still qualify to pay reciprocal

compensation rates rather than the much higher intrastate switched access rates for the

same functionality. Hence, for example, the INC carrying a wireline call from Phoenix to

Tucson would pay intrastate access charges to the LEC terminating the call (and the LEC

originating the call), but if the call were placed on the customer's wireless phone, the

wireless carrier would pay only reciprocal compensation rates to the same LEC to

terminate the call to the same called party (and would pay no originating access charge at

all)
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Figure 3 expands Figure 2 to show the size of the three MTAs in Arizona and

surrounding states. The Los Angeles MTA encompasses Southern California, a portion

of Nevada, and a portion of Arizona. The El Paso-Albuquerque MTA extends beyond

the state border and includes most of New Mexico and parts of Utah, Texas, and

Colorado. For additional perspective, there are 93 separate local calling areas that lie

within the Phoenix MTA. Any wireless call within the entire MTA qualifies for the

reciprocal compensation rate for termination, rather than the (much higher) access rate
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WHAT RATES DO WIRELINE LECS IN ARIZONA CHARGE TO WIRELESS
COMPANIES TO TERMINATE INTRAMTA CALLS?

According to the LECs' responses to discovery, the rates charged to terminate intraMTA

wireless calls vary, but in all cases the termination rates for intraMTA wireless calls are

far below the rates charged to wireline LECs for intrastate access, as Table 3

d mo nitrate s
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Table 3

Arizona LEC Charges for Call Termination

[BEGIN HIGHLY CONFIDENTIAL INFORMATION]

[END HIGHLY CONFIDENTIAL INFORMATION]

* * For Integra, intraMTA rates are the average of Electric Lightwave and Eschelon, computed
as total reciprocal compensation revenues divided by reciprocal compensation minutes billed
to wireless carriers. Integra's intrastate and interstate access rates are the average of Electric
Lightwave, Eschelon, and Mountain Communications

12
13
14

Sources: Qwest Supplemental Responses to A T& T 's Data Requests 3. 9, Cox Communications
and Verizon Responses to AT& T 's Data Request 2. 9; Integra Responses to AT& T 's Data
Request 2.8; and Parties 'Responses to Stars Data Request STF 1. I

15

DO VOIP PROVIDERS PAY ACCESS CHARGES?

This is a disputed area of intercarrier compensation, which the FCC has not resolved. A

number of carriers have petitioned the FCC seeldng clarification or ruling on this issue

indicating that VoIP providers seek to avoid access charges by appealing to current
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regulatory ambiguity.'" To the extent that VoIP providers are currently able to avoid

access charges, they also enjoy a competitive advantage over wireline IXCs, who must

pay inflated intrastate access rates

DO ACCESS CHARGES APPLY TO OTHER BROADBAND FORMS OF
COMMUNICATION. SUCH AS COMPUTER-TO-COMPUTER CALLING?

No. Communication methods that avoid the public switched telephone network entirely

such as computer-to-computer voice calling (an example is Skype-to-Skype), instant

messaging, social networking such as Facebook, and email, are not subject to the access

charge regime at all

C. Many Other States Have Already Reduced the Intrastate Access Rates that
ILE Cs and CLECs Can Charge

See, for example, In the Matter of Feature Group IP Petition for Forbearance Pursuant to 47 USC. Section
I60(c) from Enforcement of47 USC. Section 25I(g), Rule 51. 701(a)(1), and Rule 69..5(b),before the Federal
Communications Commission, Docket No. WC 07-256 (October 23, 2007), and In the Matter ofPetition oft re
Embark Local Operating Companies for Limited Forbearance Under 47 USC. Section I60(c) fl
Enforcement of Rule 69.5(a), 47 USC. Sector 251(b) and Commission Orders on the ESP Exemption, before
the Federal Communications Commission, Docket No. WC 08-8 (January l 1, 2008
See Memorandum Opinion and Order, In the Matter of Petition for Declaratory Ruling that pullen com 's Free
World Dialup is Neither Telecommunications Nor a Telecommunications Service, before the Federal
Communications Commission, FCC 04-27 (released February 19, 2004), 1111 15-22 (finding that peer-to-peer
applications that connect users over the Internet and make no use of the public switched telephone network are
not subject to common-carrier-type regulations). See, also, Jonathan E. Nuechterlein and Philip J. Weiser
Digital Crossroads: American Telecommunications Policy in the Internet Age (2007), and pp. 198-199, and p
303 ("Because In-to-Ip calls never leave the Internet and never touch the public switched network, any
compensation arrangements between the firms involved-i.e., ISPs, Internet backbone providers, and the VoIP
provider itself--are unregulated")
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HAVE OTHER STATES REFORMED ILECS' INTRASTATE ACCESS RATES?

Yes. In a number of states, major ILE Cs have been mandated to reduce intrastate access

rates by state statute or administrative rules. These states include Maine," Texas

Michigan," and New Mexico," where the statute or administrative code has provisions

ordering intrastate mirroring of interstate access rates. In other states, including

Georgia,"' Kansas," Nevada," and Wisconsin," the statute mandates mirroring of

interstate and intrastate access rates as a condition for granting ILE Cs retail pricing

flexibility. An inspection of the major ILECls interstate and intrastate tariffs shows that

the local switching and Carrier Common Line charges are in fact approximately mirrored

in each of these states

Indiana also has a statutory mandate for the mirroring of interstate and intrastate access

charges. The Indiana statute directs the state utilities commission to "consider the

provider's rates and charges for intrastate access service to be just and reasonable if the

intrastate rates and charges mirror the Provider's interstate rates and charges" in all

1\/IE. REV. STAT. ANN. TIT. 35-A, Part 7, Chapter 71, § 7101-B. CODE ME. R. 65-407, Ch. 280, § SB
Public Utility Regulatory Act, Title II, Texas Utility Code, §§ 65.201-205, and 52. 155 (2007)
Michigan Telecommunications Act, Chapter 4842310, § 310 (1991)
NM. ADMIN. CODE TIT. 17, Chapter 11, §§ 10.6, 10.8.C (current though July 1, 2008). In addition, the
Oklahoma statute requires LECs serving 15 percent or more of the access lines in the state to keep intrastate
access rates in parity with interstate access rates until its intrastate access revenues have been reduced by $16.5
million. O.S. § 17-139.103 D3-4, E (1997), OAC 165155-5-66(2)
GA. CODE. ANN. § 46-5-l66(t)(1) and f(2) (1995)
KAN. STAT. ANN. §§ 66-2005(c), (t)
rEv. ADMIN. CODE ch. 704 § 704.6898, also § 704.68952
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proceedings where intrastate access rates are at issue, including interconnection

agreements. AT&T Indiana is the major ILEC in Indiana, and its intrastate localJo

switching and common carrier line charges in Indiana are identical to its interstate rates

In a number of states, access charge reductions have been ordered by state commissions

without legislative requirement

The Illinois Commerce Commission ("ICC") adopted a mirroring policy in 1983
based on the recognition that "the costs associated with interstate and intrastate
access minutes were essentially the same (since the network functions are the same)
and that rate differentials could create significant rate arbitrage opportunities
2000. the ICC directed ILE Cs to remove non-cost-based rate elements and reduce the
rates in the cost-based elements of their intrastate switched access charges." The
current local switching intrastate rate in Illinois for AT8cT, the major ILEC, is
slightly lower than the interstate rate

In Ohio, the Public Utilities Commission has required ILE Cs to mirror intrastate and
interstate access rates since 1987," and it imposed the same requirement on CLECs
in 2007

See WIS. STAT. ANN. § 196.196, and in particular § l96.l96(2)(b)
inD. CODE § 8-1-2.6 15 (e) (2)
Interim Order. In the matter oflllinois Commerce Commission On Its Own Moron vs. Illinois Bell Telephone
Company et al., Investigation Into Non-Cost Eased Access Charge Rate Elements in the Intrastate Access
Charges of Incumbent Local Exchange Carriers in Illinois et al., before the Illinois Commere Commission
Docket Nos. 97-0601, 97-0602 and 97-0516, (December 16, 1998), 1998 Ill. PUC LEXIS 1148 at *la. See
also. Order. In the matter of Illinois Commerce Commission on its Own Motion vs. Illinois Eell Telephone
Company; et al., Investigation Into Non-Cost Based Access Charge Rate Elements in the Intrastate Access
Charges of lncumbent Local Exchange Carriers in Illinois et al., before the Illinois Commerce Commission
Docket Nos. 97-0601, 97-0602 and 97-0516, Match 29, 2000), (hereafter 2000 Illinois Order), 2000 Ill. PUC
LEXIS 1004 at *11-12
2000 Illinois Order. at **l 18-131
Opinion and Order, In the Matter of the Commission Investigation Relative to Establishment of Intrastate
Access Charges,before the Public Utilities Commission of Ohio, Case No. 83-464-TP-C01 (Subfile C), March
12, 1987), 1987 Ohio PUC LEXIS 100 at *20
Entry on Rehearing, In the Matter of the Establishment of Carrier-to-Carrier Rules, before the Public Utilities
Commission of Ohio, Case No. 06-1344-TP-0RD, (October 17, 2007), 1129, p. 18
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In 1995, the Mississippi Public Service Commission issued an order requiring South
Central Bell to reduce intrastate switched access to parity with interstate rates as of
January 1,1996, and to adjust its rates annually, "subject to a cap at parity throughout
the life of the plan

Also in 1995, the Commission approved Kentucky BellSouth's regulation plan
subject to the requirement that BellSouth's switched access rate elements mirror
interstate rates

In 1997, the Tennessee Regulatory Authority ordered BellSouth to reduce its
intrastate access rates to the level of its interstate access rates as of August 1, 1995, as
part of a settlement in a dispute between BellSouth and MCI and Sprint

In Massachusetts, the Department of TelecommuniCations and Energy ordered
Verizon to lower its intrastate switched access charges "to the more cost-based
interstate levels" while allowing for retail rate increases that were expected to
enhance[] efficiency without negatively impacting universal service

In West Virginia,  the Commission's 2007 Order approving Verizon's Market
Transition (i.e., retail rate flexibility) Plan contains a provision that eliminates
Verizon's Carrier Common Line Charge ("CCLC") and requires its intrastate traffic
sensitive rates to mirror interstate rates alter a transition period

Final Order, In re: Order of the Mississippi Public Service Commission Establishing a Docket to Consider
Formulating a Properly Structured Price Regulation Plan for South Central bell, before the Mississippi Public
Service Commission, Docket No, 95-UA-313, (November 1, 1995), p. 12
Order, In the Matter of the TarQj'Filing of BellSouth Telecommunications, Inc. to Mirror Interstate Access
Rates, before the Kentucky Public Service Commission, Case No. 98-065, (March 31, 1999), 1999 Ky. PUC
LEXIS 102 at *l; Order In the Ivlalter of' Application of BellSouih Telecommunications, Inc., db/21 South
Central Bell Telephone to Modifv Its Method ofReguiation, before the Kentucky Public Service Commission
Case No. 94-121 (August 2, 1999), 1999 Ky, PUC LEXIS 75 at *l
Order, In Re: Tan]j"Filing by BelLS'outh Telecommunications, Inc. to Reduce Intrastate Access Charges (Tart
97-029), before the Tennessee Regulatory Authority, Docket No. 97-00185, (February 14, 1997), p. 1
BellSouth Reduces Access Charges,"Communications Today,February 3, 1997

Order, In the matter of lnvesagation by the Department of Tele comm unicaaons and Energy on its own Motion
into the Appropriate Regulatory Plan to succeed Price Cap Regulation for Verizon New England Inc. d/b/a
Verizon Massachusetts' intrastate retail telecommunications services in the Commonwealth of Massachusetts
before the Massachusetts Department of Telecommunications and Energy, D.T.E. 03-31-Phase I, (lvfay 8
2002), p 63
Commission Order, In the matter of Petition for Approval of Joint Stipulation and Agreement for Settlement
adJoint Peationfor Expedited Approval of Joint Stipulation for a Market Transition Plan for Verizon West
Virginia Inc., before the Public Service Commission of West Virginia, Case No. 06-1935-T-PC, (March, 26
2007), pp. 3, 12-14 of Joint Stipulation and Agreement for Settlement. Five other states that have imposed
mirroring requirements are Alabama, lowa, Nebraska, North Carolina, and Oregon. The Commission in
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In all. I am aware of over 20 states that have reformed ILE Cs' intrastate access rates and

have targeted the intrastate rates to interstate levels. As I will show later in this

testimony, these reforms have brought significant and measurable benefits to consumers

in those states

Alabama required South Central Bell to maintain intrastate access charges at a level at or below interstate
access rates as a condition for approving its price regulation plan. See Report and Order, In Re Petition Qr
South Central bell Telephone Company to Restructure its Form of Regulation, et al, before the Alabama
Public Service Commission, Docket Nos. 24499, 24472, 24030, 24865, (September 1995), 11 09.04, This
requirement was modified in the 2004 Price Cap Plan, which required BellSouth and other ILE Cs to cap
intrastate access services at the "effective intrastate level," so that rates today are capped at the 2004 interstate
level. In Iowa, the statute mandates carriers submitting a price regulation plan to include a proposal "for
reducing the local exchange carrier's average intrastate access service rates to the local exchange carriers
average interstate access service rates in effect as of the last day of the calendar year immediately preceding the
date of filing of the plan," See IA. CODE ANN. §§ 476.97.1, 476.973 (2008). Qwest's initial price plan was
filed in 1998 and has been renewed at least twice, but it appears that the major components of its intrastate
access charges (the local switching rates and the comm on carrier line charge) have not been revised since 200 l
while interstate access rates have. so its intrastate rates do not mirror current interstate rates. See, Order
Approving Renewed Price Regulation Plan, In re: Qwest Corporation, Iowa Utilities Board, Docket No. RPU
Ol-10, 2004 Iowa PUC LEXIS 566 (December 13, 2004); Qwest Corporation, Iowa Tariff No. 4, Access
Service, sections 3.9 and 6.8.2 (A), and Qwest Corporation, Tariff FCC No. l, sections 3.9 and 68.2 (A). The
Nebraska Public Service Commission concluded in 1999 that the intrastate access charge stricture for non-rural
carriers "should approximate the interstate access charge structure," and in 2002, the Nebraska Commission
reached the same conclusion for meal carriers. See Order, Re: Investigation into Intrastate Access Charge
Reform before the Nebraska Public Service Commission, Application No. C-1628, (January 13, 1999), pp. 7-8
and Findings and Conclusions, In the Matter of the Nebraska Public Service Commission on its own Motion
Seeking to Conduct an Investigation oflntrastate Access Charges for Rural ILE Cs. before the Nebraska Public
Service Commission, Application No. NUSF-28, (November 26. 2002), W 27, 31. This order did not mandate
strict mirroring between interstate and intrastate rates and current intrastate rates do not mirror interstate rates
In 2000. the North Carolina Utilities Commission ordered BellSouth to reduce its intrastate switched access
charges, noting that this would lessen "the disparity between intrastate and interstate long distance rates
Order Regarding Joint Stipulation, In the Matter of Application by 8ellSoutn Telecommunications, Inc., For
and Election of Price Regulation et al., North Carolina Utilities Comm mission, (July 24, 2000), 2000 N.C. PUC
LEXIS 104 at *93-94, The Commission ordered a reduction in intrastate rates but not strict parity. Today's
intrastate rates do not match interstate rates. The Public Utility Commission of Oregon approved Qwest's rate
rebalancing plan in 2001, and required Qwest to reduce switched access rates to "bring Qwest's intrastate
switched access rates closer to its currently lower interstate switched access rates." Order, In the matter of the
Application of Qwest Corporation for an Increase in Revenues, before the Oregon Public Utility Commission,
Order No. 01-810, (September 14, 2001), 2001 Ore. PUC LEXIS 449 at *17-18, 32. This plan apparently did
not require parity between interstate and intrastate rates and the rates are not in parity today
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YOU EXPLAINED THAT THE FCC CAPS CLECS' INTERSTATE ACCESS
RATES AT THE LEVEL OF THE COMPETING ILEC. HAVE OTHER STATES
LIMITED CLECS' INTRASTATE ACCESS RATES AS WELL?

Yes. In a number of states, CLECs' intrastate access rates have been capped at the level

of the competing ALEC's rates. These states include A1aska,`" Louisiana,"' Maine

Maryland,°" Massachusetts," Missouri,°° New Hampshire,°' New Mexico," New York,

. /u . . . . .
Oslo, Pennsylvanla," Texas," V1rg1n1a," and Washington

Alaska Intrastate Interexchange Access Charge Manual, §§00l(d) and (e), 003, and 102 (April 28, 2004)
Order No. U-17949-TT. In re: Development of regulatoljv planfor South Central Bell, including assessment o
alternative forms and methods of regulation; depreciation methods' and expensing; cost of capital; capital
structure; and other related matters, Louisiana Public Services Commission, March 15,1996 (corrected May 3
1996), Section 30] (k)(4) of E>d1ibit l
CODEME. R. 65-407 ch. 280 §§ 25, GB
MD. REGS. CODE §§ 2045.09.01, 20.45.09.02(b)(4), 20.45.09.02(b)(5)(a), 20.45.09.03(lb)
Final Order_ In the matter ofPetiaon of Verizon New England Inc., MCImetro Access Transmission Services Q
Massachusetts, Inc., d/b/a Verizon Access Transmission Services, MCI Communications Services, Inc., d/b/a
Verizon Business Services Bell Atlantic Communications, Inc., al/b/a Verizon Long Distance, and Verizon
Select Services, Inc. for Invesagaaon under Chapter 159, Sector 14, of the Intrastate Access Rates of
Competitive Local Exchange Carriers, before the Commonwealth of Massachusetts department of
Telecommunications and Cable. D.T.C. 07-9. June 22, 2009
Report and Order, In the Matter of an Investigation of the Actual Costs Incurred in Providing Exchange Access
Service and the Access Rates Lu ac Chafgedby Competitive Local Exchange Teleconiniunications corn,/anzes
in the State of Missouri,before the Public Service Commission of the State of Missouri, Case No. TR-2001-65
August 26, 2003, Ordering Clause No. 4 ,
NH. CODE ADMIN. R. ANN. (PUC) 431.07 and 449.07(f)(3)
NM. ADMIN. CODE at 17.1l.l0.8.C; at 17.1i.10.7.R; and at 17.11.102
Opinion and Order Establishing Access Charges for New York Telephone Company and Instituting a Targeted
Accessibility Fund, In the matter of Proceeding on Motion of the Commission to Examine Issues Related to the
Continuing Provision of Universal Service and to Develop a Regulatory Framework for the Transition to
Competition in the Local Exchange Market; Proceeding on Motion of the Commission as to the Impact Q
Modification of Final Judgment and the Federal Communications Commission's Docket 78-72 on Provision of
Toll Service in New York State. before the New York Public Service Commission, Case 94-C-0095, Case
28425. June 2. 1998. 1998 N.Y. PUC LEXIS 325 at *41
Entry on Rehearing, In the Matter of the Establishment o_fCarrier-to-Carrier Rules,before the Public Utilities
Commission of Ohio, Case No. 06-l344-TP-0RD, October 17, 2007, p. 18
PA. conn, STAT. ANN. Title 66, §3017(c) (2008)
Public Utility Regulatory Act, Title II, Texas Utility Code, §52.l55 (2007)
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km addition, some states have a policy constraining access rates that applies equally to

CLECs and ILE Cs. Examples of such states are Maine, where all carriers are required to

mirror their own interstate access rates: Connecticut. where the DPUC ordered all/_)

carriers to cap their intrastate access rates at 1.5¢  per minute, and Indiana, where/0

intrastate access rates for all carriers are considered just and reasonable if they mirror

interstate rates In Illinois the Commission has issued orders over the years requiring

individual CLECs to cap their access rates at the ILEQ rate. More recently, in June ofV o

2009, the Staff of the Illinois Commerce Commission (ICC) submitted reports

recommending that the ICC open investigations into whether the intrastate access charges

VA. ADMIN. CODE. Chapter 417, 5-417-50 (E)(1)
WAC 480-120-540(2). In Missouri, New York, Ohio, Pennsylvania, and Texas, the ILEC cap may be lifted if
CLECs demonstrate with a cost study that higher rates are warranted. I am aware of no state in which such a
demonstration has been made. In addition, in California and Iowa, CLECs have been required to reduce their
rates, but not quite to the ILEC level In California, CLECs have been ordered to reduce their intrastate access
charges "to the higher of AT&T's or Verizon's intrastate access charges, plus 10%." See Final Opinion
Modifying Intrastate Access Charges, Order Instituting Rulemaking to Review Policies Concerning Intrastate
Access Charges, before the Public Utilities Commission of the State of California, Rulemaking 03-08-018
(December 6, 2007) In Iowa the Administrative Code orders CLECs that concur with the Iowa Telephone
Association (ITS) Access Service Tariff No.1 to reduce their CCL charge if they offer service "in exchanges
where the incumbent local exchange carrier's intrastate access rate is lower than the ITS access rate." See lAC
l 99-22. I4(2)(d)(1 )2
coDE m18. R. 65-407 ch. 280 §§ ZJ, GB
Decision, DPUC Investigation Of lntrastate Carrier Access Charges, before the Connecticut Department of
Public Utility Control, Docket No. 02-05-17 (February 18, 2004) 2004 Conn. PUC LEXIS 15 at *45-46
IND. CODE § 8-1-2.6-1.5 (c) (2)
See, for example, Arbitration Decision,A T&T Communications oflllinois, Inc., TCG Illinois and TCG Chicago

Wed Pearson for Arbitration of Interconnection Rates, Terms and Conditions and Related Arrangements
with IllinoiS Bell Telephone Company (SBC Illinois) pursuant to Section 252 (b) of the TelecommanicotionsAct
of1996 before the Illinois Commerce Commission, 03-0239 (August 26, 2003), 2003 Ill. PUC LEXIS 715 at
*352-353, and Arbitration Decision, TDS Metrocom, Inc.: Pearson for Arbitration of lnterconnection Rates
Terms and Conditions and Related Arrangements with Illinois Bell Telephone Company d/b/a Ameritech
Illinois Pursuant to Section 2.52(b) of the Telecommunications Act of 1996, before the Illinois Commerce
Commission, 01-0338 (August 8, 2001), 2001 Ill. PUC LEXIS 829 at *1 l 1-112
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assessed in Illinois by 5 CLECs are just and reasonable. The Staff reports cite the/7

actions by the FCC to cap interstate rates based on the FCC's finding that CLECs' rates

for access reflect monopoly power, and cited the "excessive" rates of these CLECs in

I11inois.°" The ICC issued orders in July initiating investigations of these five CLECs

intrastate access charges as recommended by StafT.°' Following these actions, as of the

writing of this testimony, two of the CLECs under investigation have filed tariff changes

reducing their intrastate rates to mirror their rates to those of AT&T and Verizon

Illinois Commerce Commission Telecommunications Division Staff Reports dated June 26, 2009
recommending investigations into the intrastate access rates of McLeodUSA Telecommunications Services
Bullseye Telecom, Inc., Delta Communications, LLC d/b/a Clearwave Comm miications, Nexus
Communications, Inc. d/b/a TSI Telephone Company, and Norlight, Inc. d./b/a Cinergy Communications
See, for example, Illinois Commerce Commission Telecommunications Division Staff recommending an
investigation into the intrastate access rates of lVIcLeodUSA Telecommunications Services, June 26, 2009, p. 4
("Intrastate access rates charged by some Illinois CLECs are similar to those found to be excessive by the

Order, Investigation into whether Intrastate Access Charges ofMcLeodUSA Telecommunications Services, Inc
cUb/a PAETEC Business Senaces are just and reasonable, before the Illinois Commerce Commission, 09-0315
(July 8, 2009), Order, Investigation into whether Intrastate Access Charges of Delta Communications, LLC
d/b/a Clearwave Communications are just and reasonable,before the Illinois Commerce Commission, 09-0314
(July 8, 2009), Order, Investigation into whether Intrastate Access Charges of Nexus Communications, Inc
d/b/a TSI Telephone Company are just and reasonable, before the Illinois Commerce Commission, 09-0316
(July 8, 2009), Order, Investigation into whether Intrastate Access Charges of Norlight, Inc. d/b/a Cinergy
Communications are just and reasonable, before the Illinois Commerce Commission, 09-0317 (July 8, 2009)
Order, Investigation into whether Intrastate Access Charges of Bullseye Telecom, Inc. are just and reasonable
before the Illinois Commerce Commission, 09-0313 (July 8, 2009)
Letter from Ronald Mum, Consultant to Nexus Communications, Inc. re: Changes to the Competitive Access

Provider Services Tariff of Nexus Communications, Inc, August 19, 2009, attaching revised tariff pages 2 and
50 of the Competitive Access Provider Services Tariff, I.C.C. Tariff No. 2, Notice of Tariff Filing
Investigation info whether Intrastate Access Charges of Norlight, Inc, d/b/a Cinergy Communications are just
andReasonable,09-0317 (August 24, 2009)
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1 VI. Excessive Access Rates Hahn Consumers. Hahn Competition, and Distort
Investment (Issues 1 and 2)

WHY SHOULD THE COMMISSION BE CONCERNED ABOUT EXCESSIVE
INTRASTATE ACCESS RATES IN ARIZONA?

Excessive intrastate access rates directly and indirectly harm consumers and businesses

in Arizona They directly hand consumers and businesses because higher intrastate

access rates CaLls€ h retail rices for lone distance services. Excessive intrastate

access rates also indirectly harm consumers and businesses by discouraging wireline long

distance usage, driving up the cost of operating businesses in Arizona, distorting

competition, and distorting investment. They also create arbitrage opportunities that

waste resources generally, and they siphon revenues from IXCs and their customers for

the benefit of chat lines and similar businesses that were not the intended beneficiaries of

subsidies provided on the backs of long distance customers

A. Excessive Access Rates Hahn Consumers by Inflating Retail Prices of Long
Distance Services

HOW DO EXCESSIVE ACCESS PRICES DIRECTLY HARM CONSUMERS?

Excessive access prices harm consumers in several clearly identifiable ways. The most

direct harm to consumers is that excessive access prices charged to long distance

providers cause the prices consumers pay for retail long distance services to be higher
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than they would otherwise be, so consumers pay more for the wireline long distance

services they use

When an access provider charges excessive prices for access services, those excessive

prices generate revenue to the access provider but represent a cost to the company paying

the access: the INC. The DCC, in tum, must price its retail service higher to recover that

cost. Excessive access prices therefore distort the pricing decisions of IXCs. This hands

consumers and reduces consumer welfare by forcing the prices for (some) long distance

services to be far in excess of the actual social cost of producing the services. For

example, if it costs the local exchange company B, say, 0.1¢  per minute to provide

access, but B charges the long distance company A, say, 1¢  per minute, the latter will

have to price long distance to its customers to recover the 1¢  rather than the genuine

social cost of 0.1¢ . That increased cost to the INC will result in higher long distance

prices. Conversely, lower access prices will lead to lower retail long distance prices

ARE SWITCHED ACCESS CHARGES A SIGNIFICANT COMPONENT OF
LONG DISTANCE PRICES?

Yes, they are. In Arizona, AT&T's average intrastate access expenses per minute were

about [BEGIN HIGHLY CONFIDENTIAL INFORMATION] l [END HIGHLY

CONFIDENTIAL INFORMATION] percent of AT&T's intrastate long distance

revenues per minute as of 2008, as can be seen in Figure 4
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Figure 4

AT&T Arizona Intrastate Switched Access Expenses and Long Distance Revenues

[BEGIN HIGHLY CONFIDENTIAL INFORMATION]

[END HIGHLY CONFIDENTIAL INFQRMATIQN]
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WHAT IS THE IMPORTANCE OF THE FACT THAT INTRASTATE ACCESS
EXPENSES CONSTITUTE SUCH A HIGH PERCENTAGE OF AT&T'S
INTRASTATE LONG DISTANCE PRICES?

Intrastate access prices are an incremental cost of providing long distance service (i.e

each additional call minute causes the long distance provider to incur an additional access

cost). Thus, material increases to the wholesale price of access would be expected to

cause a material increase in the retail price of long distance service, and material

decreases in the wholesale price of access would be expected to cause a material decrease

in the retail price of long distance service

IS  THERE EVIDENCE THAT THERE IS  IN FACT A RELATIONSHIP
BETWEEN ACCESS RATES AND RETAIL LONG DISTANCE PRICES?

Yes. First, the positive correlation between access rates and prices is apparent from a

simple visual inspection of the data on access charges and long distance rates over time

since1996

Figure 5 shows the national average of per-minute interstate access charges and the

average retail price (measured by average revenue per minute) of interstate long distance

calls. As you can see, the downward trend in interstate access charges has been

accompanied by a comparable trend in interstate long distance prices. Long distance

prices have fallen as access rates have fallen
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Robert S. Pindyck and Daniel L. Rubinfeld, MICROECONOMICS, am ed. (Englewood Cliffs, New Jersey: Prentice
Hall, 1995), pp. 492-494
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DR.  ARON, HAVE YOU BEEN ABLE TO TEST AND QUANTIFY THE
RELATIONSHIP BETWEEN INTRASTATE ACCESS RATES AND
INTRASTATE LONG DISTANCE PRICES?

Yes. In order to investigate the relationship between intrastate access rates and intrastate

long distance prices, I requested and received data from AT&T on AT&T's intrastate

access rates and intrastate long distance prices for the years 2004 through 2008 (most

recently available), for all 50 US states.°" The data are plotted in Figure 6. Each point

represents a state in a particular year

Specifically, I requested and received intrastate access expense minutes, intrastate expense revenues (that is, the
amount of money paid by AT&T for intrastate access), intrastate toll revenues, and intrastate toll minutes. From
these data I calculated AT&T's average intrastate long distance per minute price charged in each state for each
year and AT&T's average intrastate access charge paid for each state for each year of my data. I assigned (and
I found using the statistical techniques discussed below) that the average retail price charged by AT&T in year t
is related to the average intrastate access rate charged to AT&T in year t-l, which reflects the fact that in
general and in this circum stance, prices do not adjust instantaneously to changes in input prices. Hence, each
point in Figure 6 is AT&T's average per minute price for intrastate long distance service in state j in year t on
the vertical axis and the intrastate access rate in state j in year t-l on the horizontal axis
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Figure 6

AT&T's Intrastate Toll Price versus Access Cost in 50 States. 2005-2008

[BEGIN HIGHLY CONFIDENTIAL INFORMATION]

[END HIGHLY CONFIDENTIAL INFORMATION]

It is apparent simply from visual inspection of Figure 6 that there is a strong positive

relationship on average between the intrastate access rate paid by AT&T and the average

per minute intrastate long distance price charged by AT&T. In states/years where the
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access rate paid is higher (the variable on the horizontal axis), the price charged (the

variable on the vertical axis) tends to be higher

I NOTICE THAT YOU HAVE CIRCLED THE POINTS RELATED TO
ARIZONA. WHAT DOES THE PATTERN OF DATA IN ARIZONA SHOW?

These points are isolated and replicated in Figure 7. Examination of Figure 7 makes

clear that there has been a strong positive relationship in Arizona between the level of

intrastate access charges and the level of intrastate long distance prices over the last

several years. In fact, in each year of the data the average price paid by AT&T for

intrastate access went down, and so did the average price charged for intrastate long

distance service
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Figure 7

AT&T's Intrastate Toll Price versus Access Cost in Arizona

[BEGIN HIGHLY CONFIDENTIAL INFORMATION]

[END HIGHLY CONFIDENTIAL INFORMATION]
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WHAT IS THE SIGNIFICANCE OF THE VERTICAL LINE?

The vertical line in Figure 7 is the current average interstate access rate paid by AT&T in

Arizona. Hence, it is approximately the average rate that would be paid for intrastate

access if all LECs in Arizona were required to mirror their intrastate rates to their

interstate rates. You can see that reducing the LECs' intrastate access rates to interstate

levels would amount to a meaningful decrease in the average access rate paid by AT&T

in Arizona. And one can see visually that if the pattern of relationship between intrastate

access rates paid and intrastate long distance rates charged in Arizona is any indication

one would expect the lower access rates to result in significantly lower prices in Arizona

for intrastate long distance service

DO THE DATA TELL YOU ANYTHING ABOUT MAGNITUDE OF THE
DECREASE IN RATES IN ARIZONA THAT ONE COULD EXPECT?

Yes. First, I used standard statistical techniques to estimate the relationship between the

intrastate access rates and the intrastate long distance prices in the 50 states. That

estimated relationship is depicted in Figure 6 as the red line through the data. The fact

that the data exhibit a positive and statistically significant relationship is not surprising

given that the relationship is apparent visually from Figure 6, and it what one would

predict on the basis of economic principles
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Using that estimated regression equation, I calculated what the relationship implies the

retail price for intrastate long distance service in Arizona would be if the intrastate access

rate were equal to interstate access rates in Arizona. I found that the implied price for

intrastate long distance service in Arizona would provide a reduction of 19 percent to 42

percent" from AT8cT's culTent average intrastate long distance prices in Arizona

WHAT DO YOU CONCLUDE FROM YOUR DATA ANALYSIS?

It is clear that liver intrastate access rates are associated with lower intrastate long

distance prices. The effect is both visually apparent from the data, and statistically

significant. The relationship in the data imply that if intrastate access rates were reduced

to interstate levels in Arizona, one would expect reductions in AT&T's intrastate long

distance prices on the order of 19 percent to 42 percent. These are material reductions

that would provide a significant benefit to consumers and businesses in Arizona

The 19 percent is calculated as the percentage difference between AT&T's actual intrastate long distance price
in 2008 and the price "predicted" by the regression model at the average interstate access rate paid by AT&T in
Arizona. The 42 percent is the difference between the price "predicted" by the model at the actual intrastate
access rates paid by AT&T in Arizona and the price "predicted" by die model at the average interstate access
rate paid by AT&T. The first calculation assumes that the difference between the actual rate and the rate that
goes through the regression line (the regression error) is random variation whose expected value is zero. The
second calculation assumes that the difference between the actual rate and the rate that goes through the
regression line (the regression error) is systematic to Arizona but unexplained by the model, and would
therefore persist in its entirety at the lower access charge
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WHY WOULD A COMPANY VOLUNTARILY DECREASE ITS PRICES JUST
BECAUSE THE ACCESS CHARGES IT PAYS WENT DOWN?

Companies do not decrease prices out of altruism but out of the desire and fiduciary

obligation to maximize their profits to the extent they can, given demand, cost, and

market conditions. When the incremental cost of producing something goes down, a

company increases its profits by lowering its prices, all else equal. The reason is that a

price reduction stimulates demand, and selling a bit more becomes profitable (when it

previously was not) when incremental costs are lower. This is an elementary economic

and mathematical principle that is true even for a company that faces no competition

whatsoever. It is the straightforward consequence of profit maximization, regardless of

competitive pressures on prices, that the profit maximizing response to a decrease in

incremental costs is a decrease in price, all else equal. Hence, regulators need not rely on

hopes of altruistic behavior or even on competitive pressures to expect declines in retail

prices as a result of access price reductions, and it is not surprising that the data

demonstrate declines in retail prices associated with access rate declines over the various

time periods, jurisdictions, cam'ers, and geographies studied. Even a company that is

wholly insulated from competition would rationally decrease prices if its incremental

costs fell

Of course, long distance service is highly competitive, so competitive pressures reinforce

the incentive to lower prices when incremental costs fall. A company experiencing a
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decline in incremental cost enjoys an opportunity to compete more effectively and still

cover costs by lowering its prices. This induces other competitors to lower their prices as

well. A company decreases its price in response to a competitor out of an imperative to

maintain its market position at previous levels or even to survive in competition with a

lower-priced rival, Hence, incentives for profit maximization and competitive pressures

both work in the same direction to induce companies to decrease prices when their

incremental costs fall, and they reinforce one another. It is undoubtedly the case that the

decreases in long distance prices that have occurred as the result of access price declines

have been the result of these combined economic pressures, and they can be expected to

be effective going forward as well

B. Excessive Access Rates Also Hama Consumers by Causing Them to Use Less
Long Distance Service Than They Would Choose at More Efficient Pnlces, and by
Raising the Costs of Bus°1nesses Operating In Arizona

IN WHAT OTHER WAYS
CONSUMERS?

DO EXCESSIVE ACCESS PRICES HARM

I have explained that higher access charges result in higher retail prices for long distance

services. Those higher prices not only cause consumers to pay more for service-the

direct effect I just discussed-but also cause consumers to use less of the service. The

discouraging effect of higher prices is a normally good thing-an efficient effect of the

price system-~but only when prices reasonably reflect the underlying costs of producing

67



Arizona Corporation Commission
Docket No. RT-00000H-97-0137

Docket No. T-00000D-00-0-72
Direct Testimony of Dr. Debra J. Aron

a product or service. Prices then are the means by which consumers' decisions about

how much to consume ofa given product or service reflect the underlying cost to society

of the inputs used to create or provide that product or service. If, however, the price of a

service far exceeds its real underlying cost, consumers will restrict their usage more than

is justified by the societal cost of producing the product, and consumers thereby forgo

consumption and enjoyment unnecessarily. This distortion of consumption as a result of

distorted prices is known as "allocative inefficiency," and the loss of economic well

being that results is what economists refer to as a social "deadweight loss" to the

economy. Allocative efficiency is reduced, and consumers are harmed, when regulation

causes prices to be higher than prices that would more closely reflect cost-causation

IS  THERE EVIDENCE THAT CONSUMERS DO IN FACT USE LONG
DISTANCE SERVICE LESS AT HIGHER PRICES?

Yes. There is a considerable amount of literature demonstrating that usage of long

distance is lower at higher pflgeg and higher when nruwec are lower -..e extent t we;oh

consumers respond to prices (if at all) is measured by the "elasticity" of demand. Several

studies have quantified the price elasticity of demand for toll services for different time

periods and for different jurisdictions (interstate, international, intrastate), and all have
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found that decreases in long-distance prices cause increases in the consumption of long

distance services. and vice versa

WHAT DO THESE RESEARCH RESULTS MEAN IN PRACTICAL TERMS?

They mean that consumers change their calling habits by calling more when long

distance prices go down. Years ago, for example, when long distance prices were many

times what they are today, long distance calls were a luxury used only very sparingly

Long-distance calls were tightly rationed in households, the length of calls was closely

monitored, and when the monthly bill arrived loved ones often argued about whether they

were talking too long or making too many long-distance calls. Today, the entire

mentality towards long-distance calling has changed as prices have declined

See, Lester D. Taylor, THECOM CATIONS DEMAND IN THEORY AND PRACTICE, (Dordrecht: Kluwer
Academic Publishers, 1994), pp. 129-148 and 296-314 and sources cited therein. See, also, Paul N. Rappoport
and Lester D. Taylor, "Toll price elasticities estimated from a sample of U.S. residential telephone bills
Information Economics and Policy 9 (1997), pp. 51- 70, Donald J. Meridel, "A Consumer Surplus Approach to
Dfedicting Extended r11\»u service (EAS) Development au unuuuiauuu nyonviatton izcononizcs and
Policy 3 (1988), pp. 379-390, T.W. Appelbe, CR. Deneen, D. L. Solvason, and C. Hsiao, "Econometric
Modelling of Canadian Long Distance Calling: A Comparison of Aggregate Time Series Versus Point-to-Point
Panel Data Approaches,"Empirical Economics 17 (1992), pp. 125-140, Lester D. Taylor, "Competitive Own
and Cross-Price Elasticities in the Intralata Toll Market; Estimates from the Bill Harvesting II Database
Whitepaper (Fall 1996), Sir ran K. Kahai, David L. Kaserman, and John W. Mayo, "Is the 'Dominant Firm
Dominant? An Empirical Analysis of AT&T's Market Power,"Journal of Law and Economies 39, (October
1996), pp. 499-517, Donald J. Meridel, Paul N. Rappoport, and Lester D. Taylor, "1ntraQLATA long-distance
demand, carrier choice, usage demand and price elasticities," International Journal of Forecashlng 18 (2002)
pp. 545-559, Armando Levy, "A generalized additive Tobit model: An application to telecommunications
demand," Empirical Economics 28 (2003), pp. 3-22, Clement G.Krouse and Jongsur Park, "Competition in the
interexchange Telecommunication Market,"Journal fLaw and Economics XLVI (April 2003), pp. 85-101
Michael R. Ward and Glenn A. Woroch, "Usage Substitution between Mobile Telephone and Fixed line in the
U.S.," Whitepaper ay 2004), and David E. Burnstein, "An Examination of Market Power in the intrastate
Long-Distance Telephone Service Markets; Evidence from a Natural Experiment," Journal of Law and
EconomicsXLVIII (April 2005), pp.l49 -171
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precipitously, not only for wireline calling but also for wireless and VoIP calling, and

alternatives to voice telephony, such as testing, email, social networking sites, instant

messaging, and other services, so that long distance communications are no longer

viewed as a luxury that must be closely rationed. Rather, consumers are more likely to

consider which phone or other technology they will use for a given communication

based on the relative prices, convenience, and other characteristics-a phenomenon I will

discuss shortly

ARE THERE OTHER WAYS THAT EXCESSIVE INTRASTATE ACCESS
CHARGES HARM CONSUMERS?

Yes. Residential consumers are not the only customers who pay long distance rates

business customers in Arizona pay them also. When long distance prices are higher and

business customers must pay the higher rates, their cost of doing business is higher in

tum. This additional cost home by businesses must either be passed through in the form

nfhioher nnne§ rid he the nnetnmera Rf three bnemeceec nr in the Form n{~` g0ntragti0ns

of the business. Both of these effects harm not only the Arizona businesses themselveso J

A survey of small businesses conducted by TeleNomic Research found that small businesses spend a
considerable amount, on average $543 per month, for telecommunications services The survey also
determined Mat the cost burden of telecommunications services was higher for very small businesses. For
example, firms with 0 to 4 employees were estimated to spend $82.81 per employee for local and long distance
telephone service, while firms with 5 to 9 employees were estimated to spend $50.18 per employee and firms
with 10 to 499 were estimated to spend $20.99 per employee. See, Stephen B. Pociask, "A Survey of Small
Businesses' Telecommunications Use and Spending," TeleNomic Research, LLC, arch 2004)
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but also their customers, who ultimately must face higher prices for a variety of goods

and services

C. Excessive and Disparate Access Rates Hall Competition

HOW DO THE EXCESSIVE AND DISPARATE INTRASTATE ACCESS RATES
IMPOSED UNDER THE CURRENT ACCESS REGIME HARM
COMPETITION?

The current access regime significantly distorts competition across technologies. For

example, the tremendous disparities in access rates paid by wireline carriers versus

wireless camlets create a pronounced, and artificial, competitive advantage for wireless

long distance services. As I explained earlier, for intrastate calls that are within an MTA

wireless companies pay for terminating access at reciprocal compensation rates, even if

the call crosses a local calling area or LATA boundary. The same call on the wireline

network would trigger intrastate originating and terminating access rates, which in

Arizona are between [BEGIN HIGHLY CONFIDENTIAL INFORMATION] ;

l [END HIGHLY CONFIDENTIAL INFORMATION] or even more times higher

on average than the intraMTA rates paid by wireless companies to the same LECs, as

shown in Tables 1, 2 and 3 above. Put differently, for wireline calls, the calling area in

which (low) reciprocal compensation rates rather than (high) access rates apply is the

LEC's (relatively small) traditional wireline local calling area. For wireless calls, the

situation is reversed. The calling area in which (low) reciprocal compensation rates
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rather than (high) access rates apply is the (relatively large) MTA. This difference in

regulatory treatment has a profound effect on the costs of interconnection for the two

kinds of camlets, because MTAs comprise far larger geographic areas than do wireline

local calling areas, as I demonstrated earlier

WHAT IS THE EFFECT ON COMPETITION BETWEEN WIRELESS AND
WIRELINE SERVICES OF THE VAST DIFFERENCES BETWEEN LOCAL
CALLING AREAS AND MTAS?

To see the economic effect of these differences between MTAs and local Calling areas

consider a call from an ILEC customer in Phoenix to an ILEC customer in Parker and

suppose the customer's long distance company is AT&T. Because Phoenix and Parker

are in different local calling areas in Arizona, AT&T would pay approximately [BEGIN

CONFIDENTIAL INFORMATION] [END CONFIDENTIAL

INFORMATION] in originating intrastate switched access charges to the ILEC serving

Phoenix (Qwest) and [BEGIN HIGHLY CONFIDENTIAL INFORMATION]

[END HIGHLY CONFIDENTIAL INFORMATION] in terminating intrastate

switched access charges to the ILEC serving Parker(Verizon), for each minute of the call

(see Table 1). If, instead, the customer in Phoenix placed the call to the same telephone

number from her wireless phone, the wireless camlet would pay nothing in originating

access (but would incur the costs of call origination), since wireless companies self-

provide long distance service, and would pay the called party's ILEC provider a
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reciprocal c opens as on rate of [BEGIN HIGHLY CONFIDENTIAL

INFORMATION] - [END HIGHLY CONFIDENTIAL INFORMATION] per

minute to terminate the call, because Phoenix and Parker are in the same MTA (see Table

3). So the wireless carrier would pay less than [BEGIN HIGHLY CONFIDENTIAL

INFORMATION] _ [END HIGHLY CONFIDENTIAL INFORMATION] to

the LEC for  interconnect ion,  while AT & T  wou ld  p a y [BEGIN HIGHLY

CONFIDENTIAL INFORMATION] [END HIGHLY

CONFIDENTIAL INFORIVLATION] in access charges per minutes-more than 25

times what the wireless carrier would pay. The wireless company, therefore, could offer

a substantially lower price to its customers for the same call from Phoenix to Parker than

it could if it had to pay the same intrastate access rates that AT&T must pay. These vast

differences in rates charged by the local exchange company for the same access

functionality substantially disfavors the wireline INC and confers a competitive

advantage on its wireless competitor in providing long distance services for no reason

related to their relative efficiencies or value of service provided. When some businesses

are favored by regulatory rules that are unrelated to underlying costs of doing business

the detrimental effect on the economy is known as "productive inefficiency." The

example illustrates that the regulatory distortions in the access regime place wireline long

distance providers at a significant competitive disadvantage. Those distortions, and the

73



Arizona Corporation Commission
Docket No. RT-00000H-97-0137

Docket No. T-00000D-00-0672
Direct Testimony of Dr. Debra J. Aron

resulting productive inefficiency, would be reduced (though not eliminated) by adopting

a mirroring policy for intrastate access rates

HOW DO THESE COST DIFFERENCES AFFECT CONSUMERS ON A DAY
TO-DAY BASIS?

These cost differences affect consumers' choicemaldng behavior with regard to the

different fonts of communications available to them. Nowadays, people think nothing of

malting long-distance calls on their wireless phone. This is no surprise, since wireless

carriers, who incur a per-minute cost for all calls that is a small fraction of the per-minute

cost that wireline carriers incur for non-local calls have been pioneers in innovative, all

distance calling plans offering buckets of "anytilne, anywhere" minutes. Moreover

consumers have options for instantaneous long-distance communications that avoid the

PSTN entirely, such as email, instant messaging, social networking, and Skype-to-Skype

calling, and whose providers bear no message-based interconnection charges to provide

those services. The al~°#"~= of access w 11u.A 11\J nu 1.11904 p.o v11d€IIS L y v.u.'u1

alternatives for long distance communications to consumers that have access to the

Internet-that is, these providers receive no money from customers for the

communications service. Consumers respond to this array of options by weighing both

the relative prices of their options and the characteristics of the available services (e. g

As I explain later, the reform proposed by AT&T in this proceeding is an important step in the right direction
and will benefit consumers and businesses in Arizona. However, it does not reduce intrastate access rates all
the way to efficient levels and therefore should be viewed as a step in an ongoing effort
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convenience, call quality, voice versus text, and so forth) to decide on a case-by-case

basis which option they will choose. The artificially high price of wireline long distance

service, driven by artificially high access rates, discourages use of the wireline long

distance service in favor of other technologies relative to what that use would be if

wireline long distance prices were not so distorted by inflated access charges

For example, a mother may prefer to keep in touch with her child at college on the

wireline phone, because she may prefer its service or handset characteristics to wireless

or computer-to-computer calling. However, that family may nevertheless keep in touch

largely or entirely by wireless phone and/or computer-to-computer calling (as well as

email, instant messaging, and other communications options) because of the lower price

The fact that the family is discouraged from communicating on the wireline network by

artificially high wireline long distance prices is an economic harm or "social welfare

loss" associated with those distorted prices. The dollar magnitude of the harm can

conceptually be measured as the forgone value that the family would have enjoyed from

the wireline call that it would have otherwise chosen. More generally, the economic

See, for example, Michael R. Ward and Glenn A. Woroch, "Usage Substitution between Mobile Telephone and
Fixed line in the U.S.," Working Paper, May 2004, pp. 5, ll, 12, and 17 (Table 4). The authors construct a
data set by aggregating household observations into a sample of observations at the LATA level, across ten
quarters (3-month periods) from July 1999 to December 2001. The authors estimate the price effects on
different types of wireline and wireless toll usage in the U.S. The authors produce six different estimates of the
effect of wireline prices on wireless toll usage that range from -0.03 to 0.21. Because of data issues that limited
the sample size employed for certain estimates, the authors indicate they have "most confidence" (p. 12) in two
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harm from the distorted prices is the foregone value to all consumers from calls they did

not make, but otherwise would have made, and calls they would have preferred to make

on the wireline network, but made some other way due to the price distortion

D. Excessive Aceess Rates Distort Investment

HOW DO EXCESSIVE ACCESS RATES HARM EFFICIENT INVESTMENT
INCENTIVES?

Investment incentives are driven by the prospect for future return on the investment. The

prospects for future return on an 'investment depend, in tum, on the desire and willingness

of consumers to use the services supported by that investment, which depend on the

prices consumers must pay for the services. The chain of causation is as follows

artificially high access prices cause long distance companies to maintain higher retail

prices to cover those costs," higher long distance prices discourage consumers from

using the wireline network to make long distance calls, driving usage below what it

would otherwise be," at higher costs and lower usage, the current and anticipated future

of the six estimates, which range from 0.11 to 0.21. These results indicate that there is a positive relationship
between wireline prices and wireless demand
See evidence in Section VI.A
See evidence in Section VI.B
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value of the network to investors is lower, investment in the wireline long distance

network is discouraged

Incentives for future investment are of particular importance because investment is long

lived, and distorted investment decisions therefore harm consumers and the economy not

only today but for years into the future. The effects of distorted prices on investment and

innovation decisions are mown as dynamic inefficiency, because investment and

innovation have long-lived ("dynamic") effects. An economy makes the most efficient

use of its resources when investment decisions reflect the relative efficiencies of and

demands for different technologies, businesses, and uses. Distorted prices and the

resulting distorted investment decisions create dynamic inefficiency in the economy

When prices distorted by regulatory policy discourage use of a particular service or

network, investment in that service is dampened, all else equal, because the investors

vgguld ¢>vnl=(*1 9 lnwcpf rphlrn gr p r o f i t Rh t hey  we !  l d  abs en t  Rh . .  d *s t oM <>ns .1 lull 01111

the lower the demand for a service. the lower the incentive to invest in the facilities that

provide it, all else equal. That is efficient from a social perspective if the loss of

customers or lack of demand is the result of competition on the merits. However, if

demand is weaker than it would otherwise be due to prices distorted by regulation

It is a standard economic tenet that investment into an asset is discouraged if the net present value of the asset is
decreased. See Richard Brealey, Stewart Myers, and Franklin Allen, PRINCIPLES OF CORPORATE FINANCE
(McGraw Hill/Irwin, 2006), Chapters 2, 5 and 6
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investment decisions are distorted as well, and the value of society's scarce investment

resources is not maximized. In particular, investment in the facilities and infrastructure

associated with the provision of wireline long distance service is discouraged below the

level that would have occurred if demand were able to respond to prices that more

closely reflected the true social costs. This dynamic inefficiency hands consumers today

and in the future. Reducing the distortion by lowering excessive access prices and

decreasing the disparities among access rates would improve dynamic efficiency by

creating investment incentives that more closely align with consumer preferences and

social costs

Investors must decide how to allocate their investment funds across competing

technologies, finns, and industries. When regulatory distortions are reduced, investment

dollars can be allocated in closer relation to the underlying value of the different uses, as

seen through the eyes of consumers Consumers therefore benefit when dynamic

efficiency is increased

E. Excessive Access Rates Create Wasteful and Distortionary Arbitrage Behavior

ARE THERE OTHER DISTORTIONARY EFFECTS OF EXCESSIVE ACCESS
CHARGES?

Yes. Excessive access charges create artificial arbitrage opportunities by which access

providers can exploit the differences between costs and regulated prices and exploit the
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access payers in the process. When access charges substantially exceed cost, there is

money to be made by receiving those fees. For example, suppose it cost 1¢  per minute to

provide access but the access charge were 10¢  per minute (I chose these round numbers

purely for ease of illustration, but access charges are often several multiples of cost)

Then it would be very lucrative for an access provider to identify or even create a

business that receives a large number of phone calls (a chat line is one example) and then

Sets itself up as the local exchange carrier (and thus the point of access) for that business

The chat line would generate a margin for the access provider of 9¢  per minute for every

minute received, in my example. Tlle access provider might give the chat line an

extremely low price for local service, or even pay the chat line a fee or share of the

access margin to make the chat line its customer. In tum, the chat line might pay end

users a portion of that margin to encourage them to call the chat line to drum up more

access fees

Competition to become a chat line's LEC can drive profits out of the LEC's business

(via, for example, lower prices or bigger transfer payments to the chat line provider), but

would nevertheless not drive access rates down. Lowering its access rates would not put

the LEC in any better position to attract customers such as chat lines-on the contrary

LECs with higher access rates could provide even bigger retail discounts (or kickbacks)

to chat line providers. Hence, retail competition would simply force a transfer of the
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arbitrage profits from the LEC to the chat line and/or its customers, without disciplining

the access rates. It is no surprise that these arbitrage-based businesses are sometimes

referred to as "call-pumping" schemes, an apt term because they act as a siphon from

access payers subject to, and unable to avoid, the excessive access charges

ARE YOU AWARE OF ANY OTHER ARBITRAGE SCHEMES THAT ARISE
FROM THE CURRENT ACCESS/INTERCONNECTION REGIME OF HIGHLY
DISPARATE RATES?

Yes. The significant disparity between the rates for interstate access and intrastate access

creates an incentive for terminating LECs to misclassify traffic so that they can bill the

higher intrastate rather than interstate rates, and by the same token, it creates an incentive

for access payers to misclassify traffic so that it is billed at the lower interstate rates

Similarly, the disparate access rates and reciprocal compensation rates create an incentive

for access payers to misclassit traffic so that it appears to be local traffic rather than

long distance traffic. The incentive for access payers to misclassify traffic is known as

the "phantom traffic" problem. Analysts have estimated the amount of lost revenues to

access providers due to phantom traffic to range from $600 million to $2 billion

,, . . _ _ . . .
annually. The 1noent1ve to avoid excessive access rates by mxsclassxfylng traffic so that

Letter from Karen Brinkman of Latham and Watkins, LLC on behalf of a group of LECs to the FCC re: WC
Docket 01-92, IntercaMer Compensation - Notice of  Ex Parte Presentation, July l,  2005, attaching a
presentation by Balhoff & Rowe, LLC (which found a $600 million loss to rural carriers), Letter from .Toseph
Douglas of NECA to the FCC re: Intercarrier Compensation Reform, Docket Number 01-92, Notice of Ex Parte
Presentation, May 2, 2007, attaching a NECA presentation that cites esteem ates by Raymond James (which
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it is charged a lower price for the same terminating functionality is another artifact of the

differential 'm prices that does not reflect a differential 'm the functionality provided

All of the resources devoted to establishing mechanisms for identifying whether wireline

traffic is interstate or intrastate, ensuring that traffic is not intentionally or accidentally

misclassified, establishing tragic identification rules, and engaging 'm disputes over

traffic identification, "phantom traffic," and "call pumping," are a deadweight loss to the

economy that would be decreased or avoided if interstate and intrastate access rates were

the same

9

10

VII. The Commission Should Order ILE Cs and CLECs 'm Arizona to Decrease
Intrastate Access Rates 'm Order to Increase Consumer Welfare. Enhance
Competition. Encourage Efficient Investment, and Discourage Socially Wasteful
Arbitrage Opportunities (Issues 1 and 2)

A. -Ordering ILE Cs to Decrease Intrastate Access Rates to Interstate Levels Will
Enhance Economic Efficiency by Bringing Access Rates Closer to Cost

SHOULD THE COMMISSION ORDER ILECS IN ARIZONA TO DECREASE
INTRASTATE ACCESS RATES TO INTERSTATE LEVELS?

estimates a $2 billion loss Do the industry overall) and Balhoff & Rowe (which estimates a $600 million loss to
rural carriers)
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In light of the myriad disparities in the current access regime that I have discussed, and

the fact that intrastate access rates in Arizona are the holdover of the legacy system that

has been substantially revised and reformed for all other interconnection charges

decreasing intrastate access rates to interstate levels would benefit consumers and

promote competition on the merits. As an economic matter, prices for switched access

service should not be higher than the cost of providing access service As I have

explained, however, current intrastate rates are an artifact of the legacy regulatory policy

of using access rates set well above cost to cross-subsidize local service. Cross-subsidy

mechanisms are incompatible with the policy goal of promoting consumer welfare and

advancing competition on the merits, by which the success and failure of competitors are

determined on the basis of their relative costs, efficiencies, and quality of services, and

not by regulatory asymmetries. All of the evidence of which I am aware indicates that

decreasing ILE Cs' intrastate switched access rates to interstate levels would bring them

closer to cost as well as lessen the disparities across technologies, jurisdictions, and types

of calls. Excessive access prices hand consumers, and highly disparate access prices

distort and harm competition-and thereby also hall consumers, as I discussed earlier

See, for example, Mark Armstrong, "The Theory of Access Pricing and Interconnection," in Hanahook of
Telecommunications Economics, ed. M.E. Cave et al., Vol.l, (Amsterdam; Elsevier Science B. V., 2002), pp
356-379, and sources cited therein. In addition, some economists argue that the efficient interconnection price
is zero (i.e., "bill and keep"). See, Ag., Patrick DeGraba, "Bill and Keep at the Central Office as the Efficient
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1 Further, these prices distort investment decisions and create incentives for regulatory

A
L arbitrage that exploits access payers and wastes social (i.e., Arizona's) resources.

3

4

5

Q: WHAT IS THE BASIS FOR YOUR OPINION THAT DECREASING ILECS'
INTRASTATE SWITCHED ACCESS RATES TO INTERSTATE LEVELS
WOULD BRING THEM CLOSER TO THE ILECS' COSTS?

6 A: My opinion is based on my analysis of the overall pattern and history of access rates and

7 access reform. As I discussed above, it is clear that interstate switched access rates were

8 set well above the ILE Cs' costs. Intrastate rates remain much higher than the

9 corresponding interstate rates and higher still than (purportedly) cost-based rates for

10 reciprocal compensation, even though all of these rates are charged for the same function.

11 Hence, reducing intrastate switched access rates would bring them closer to the ILE Cs'

12 costs. This conclusion is consistent with the FCC's investigation and analysis to

13 establish rates for terminating ISP-bound traffic and reciprocal compensation, including

14 wireless traffic, the FCC's analysis in the course of interstate access reform, and the

15 participation of Qwest, Verizon, and other ILE Cs in advocating the interstate rates that

16 are essentially the ones in effect today.

Interconnection Regime," Federal Communications Commission, OPP Working Paper No. 33, (Dec. 2000) 2,
n, 3 and citations in Appendix C to the Intercarrier Compensation Reform FNPRM.
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COULD YOU PLEASE DESCRIBE THE FCC'S ANALYSES BY WHICH ONE
CAN CONCLUDE THAT INTERSTATE ACCESS RATES AT LEAST COVER
COSTS AND THEREFORE INTRASTATE ACCESS RATES SIGNIFICANTLY
EXCEED COST ?

The FCC established reciprocal compensation rates for terminating ISP-bound traffic to

start at 0.15¢  per minute and gradually decrease over time to 0.07¢  (that is, 15/100 ofa

penny and 7/100 of a penny, respectively) per minute. These reciprocal compensationy_)

rates are many times lower than the current per minute rate that ILE Cs in Arizona charge

a landline toll carrier to complete an interstate toll call. The FCC concluded that these

rates (which are well below the current interstate access rates) were sufficient to recover

These rates reflect the downward trend in intercarrier compensation rates
contained in recently negotiated interconnection agreements, suggesting
that they are sufficient to provide a reasonable transition from dependence
on intercarrier payments while ensuring cost recovery

O .111 Luc C A L L Q  G t d é r discussed previously, the FCC adopted the access reform

proposal set forth by a consortium of local and long distance providers. The current

interstate access rates charged by Qwest, Verizon, and Citizens, which are much lower

than their intrastate rates in Arizona, are the result of the reductions imposed in the

See,  Order  on Remand and Report  and Order , I n  #be Mat ter  of  Implementat ion of  the Local Compet i t ion
Prov is ions  in  the Telecommunicat ions  Ac t  o f  1996 and Intercarr fer  Compensat ion for  ISP-Bound Tragic
before the Federal  Communicat ions  Commiss ion,  FCC 01-131,  (re leased Apr i l  27,  2001),  (hereaf ter 2001
Order on Remand),  W B, 89, and footnote 177, and 2008 NPRA4, 1i 3
2001 Order on Remand, 1i 8
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CALLS Order. The FCC concluded that these "significant and immediate reductions to

per-minute carrier access charges will bring those rates closer to cost and translate into

lower per-minute long-distance rates Not only did Qwest, Verizon and Citizens not

object to these interstate access charge reductions as being below cost or otherwise

confiscatory, they participated in bringing those reductions about-Verizon as a member

of the CALLS consortium that advocated for the price reductions, and Qwest and

Citizens as commenters that generally supported the proposal. Similarly, ALECA75

members' current interstate rates are a result of the MAG Order that mandated interstate

rate reductions towards cost," and as shown in Table 1, these rates are many times below

current intrastate rates. ALECA participated in this proceeding and supported the MAG

proposal. To my knowledge, no ILEC in Arizona has sought review of its interstate1 UU

switched access rates on the ground that such rates were below cost This lends

FCC CALLS Order, 1[ 2. (Emphasis added.)
FCC CALLS Order, footnote l, and1148, footnote 67. See also Citizen Utilities Company Letter to the FCC re
Ex Parte Presentation in CC Docket Nos. 94-1, 96-45, 99-249 and 96-262 dated February 4, 2000, and
Comments of Citizens Communications on the Revised Plan of the Coalition for Affordable Local and Long
Distance Calling ("CALLS"), In the Matter of Price Cap Performance Review for Local Exchange Carriers
Federal-State Joint Eward on Universal Service, Low-Volume Long Distance Users, and Access Charge
Reform, before the Federal Communications Commission, CC Docket Nos, 94-1, 96-45, 99-249 and 96-262
March 31. 2000
A44G Order, 111
See Comments of the Arizona Local Exchange Carriers Association, In the Matter of Multi-Association Group
(MAG) Plan for Regulation of lnterstate Services of Non-Price Cap Incumbent Local Exchange Carriers and
Interexchange Carriers and Federal-State Joint Board on Universal Service et al., before the Federal
Communications Commission, CC Docket Nos. 00-256 and 96-45 et al., February 26, 2001
See, for example, Verizon Companies Responses to AT&T Discovery Recpiest No. 215
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support to my conclusion that these incumbents' interstate access rates are at least

compensatory and that their intrastate rates are multiples of cost

B. CLEC Rates Should Be Capped at ILE Cs' Level ill the Intrastate Jurisdiction
as They Are 'm the Interstate Jurisdiction Because CLECs Have Market Power
With Respect to Access to Their Customers

SHOULD CLEC RATES BE CAPPED AT THE LEVEL OF THE ILEC WITH
WHICH THEY COMPETE?

BUT AREN'T CLEC ACCESS RATES DISCIPLINED BY COMPETITION?

No, they are not. CLECs, as well as ILE Cs, possess market power in the provision of

switched access service. The fact that CLECs face extensive competition in the retail

market for local exchange service does not render the market for wholesale switched

access service competitive. This is because (i) IXCs cannot choose which local camlet

will originate or terminate their end users' calls, (ii) the party that does make the choice

of local carriers (the INC's end-use customer or the person the customer calls) is not the

party that pays for switched access service (the INC), and (iii) regulatory restrictions on

long distance price De-averaging, as well as logistical restrictions on doing so prevent

IXCs from charging a customer more for a particular call based on the access charges that

will apply to that specific call, therefore IXCs cannot send a price signal to the end users
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to discourage them from choosing (or calling people who choose) LECs with high access

charges

The FCC found in 2001 that these three factors enable CLECs to impose excessive access

charges and accordingly issued an order capping CLECs' interstate access rates. The

FCC noted that it did not want to

permit CLECs to continue to tariff the access rates they charge IXCs at the
level they see fit, without any guidelines to ensure their reasonableness
[The FCC found] persuasive the INC arguments that it is highly unusual
for a competitor to enter a market at a price dramatically above the price
charged by the incumbent, absent a differentiated service offering

It decided_ therefore. that "the reasonable rate for CLEC access service is the rate that the

ILE Cs are charging for similar service in the market 104

Because the same conditions are present at the intrastate level, CLEC intrastate access

rates should be capped as well

C. AT&T's Proposal to Reduce Intrastate Aecess Rates to Interstate Levels Would
Not Bring Rates All the Way to Parity Across Technologies But Is a Positive Step
that Will Benefit Consumers and Businesses 'ml Arizona

The FCC found that CLEC market power "is attributable to" three specific factors: the fact that access charges
are paid by the INC rather than die person who decides who the access provider will be (the calling and called
parties), the INC has "little practical means of affecting the caller's choice of access provider," and regulatory
restrictions on retail rate deaveraging by IXCs. CLEC Access Reform Order, 1131
CLEC Access Charge Reform Order, 1137
CLEC Access Charge Reform Order, 1161
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IS AT&T'S PROPOSAL TO REDUCE INTRASTATE ACCESS RATES TO THE
ILECS' INTERSTATE LEVELS SUFFICIENT TO FULLY REFORM THE
DISTORTIONS ATTENDANT TO THE CURRENT ACCESS RATE SYSTENI?

No, but this proposal is best seen as a step in the right direction that can be completed

immediately. Interstate access rates themselves may well be far above the cost of

providing call termination and origination services, and continue to be the subject of

reform efforts. AT&T's proposal in this proceeding therefore does not fully drive access

rates to cost or to parity across technologies. But its proposal will increase consumer

welfare and promote competition, which are material benefits to the public that should

not be sacrificed in the pursuit of perfection. Nor should these steps, once taken, be

allowed to impede further progress on the dismantling of a regulatory structure that no

longer serves consumer interests

13

14

VIII. Access Rate Reduction Should Be Part of a Holistic. Revenue Neutral Reform of the
Access Regime (Issues 3, an¢L6)

SHOULD THE COMMISSION GIVE CARRIERS THE OPPORTUNITY TO
EARN REVENUES THAT CQMPENSATE FOR THE LOSS OF ACCESS
REVENUES THEY WOULD EXPERIENCE AS A RESULT OF INTRASTATE
ACCESS REFORM?

Yes, with respect to lines on which retail service rates are regulated. Those opportunities

may be provided either via the flexibility to increase retail rates or through universal
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service fiends. If a provider has been granted full pricing flexibility on certain lines (e.g

lines on which the customer is purchasing service in unregulated bundles), or on all lines

there is no longer any justification for allowing excessive access rates to subsidize those

lines, and no compensation for reducing access rates on those lines is called for. The

provider would already have the opportunity to recover its local service costs in the retail

market as competition permits

WITH RESPECT TO LINES THAT ARE SUBJECT TO RETAIL -RATE
REGULATION. WHY IS IT SOUND PUBLIC POLICY TO PROVIDE AN
OPPORTUNITY FOR THE CARRIER TO RECEIVE REVENUES TO
COMPENSATE FOR THE ACCESS REVENUES THAT WOULD BE FORGONE
AS A RESULT OF ACCESS REFORM?

As Shave discussed, access rates were established 25 years ago as part of a cross-subsidy

scheme that was intended to permit ILE Cs to recover costs of residential basic local

exchange service (such as the cost of the local loop) through inflated access charges

imposed on IXCs, rather than through retail prices charged to end-user customers. This

was a regulatory quid pro quo in which regulated companies held retail prices below

compensatory levels in exchange for subsidy-producing access charges. With the

development of competition in local and long distance markets, particularly intermodal

competition, this policy is no longer viable and it iS iMperative that the Commission

facilitate competition on the merits and promote consumer welfare by bringing intrastate

access prices down to reduce to the maximum extent possible the implicit subsidies
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Bringing access prices down, however, without pemiitting a corresponding adjustment

upwards to the other price-capped services or seeking other means for carriers subject to

retail rate regulation to compensate for lost access revenues, would inappropriately

ignore the regulatory history that led to the current concerns with access prices. At the

same time, and for the same reasons, it is appropriate and consistent with sound policy

principles to reduce switched access rates as part of a holistic policy approach that

includes increases in the prices for other rate-regulated services or access to explicit

subsidies

YOU T E S T I FI E D  T H A T  T H E  c o mmi s s i o n  C O U L D  PR O V I D E FOR
COMPENSATING REVENUES TO OFFSET REVENUES FORGONE AS A
RESULT OF COMMISSION-ORDERED ACCESS REFORM BY EITHER
PERMITTING INCREASES IN REGULATED RETAIL RATES FOR BASIC
LOCAL SERVICE. AND/OR BY PROVIDING INCREASED ACCESS TO
UNIVERSAL SERVICE FUNDS. IS ONE METHOD PREFERABLE TO THE
OTHER?

Both methods have their merits and demerits. From a purely economic perspective, it is

generally superior to permit retail prices to adjust to levels that at least recover costs. But

from a policy perspective, the Commission may wish to support retail prices at

affordable" levels, even if they are below cost in some areas, to promote the state's

universal service objectives
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WHAT DO YOU MEAN BY "FROM A PURELY ECONOMIC PERSPECTIVE"?

The purely economic perspective is one in which overall consumer welfare is maximized

Economic analysis focuses on the efficient use of resources to best respond to consumers

tastes and preferences, which means the use of society's scarce resources in a way that

ma>dmizes the overall consumer welfare that those resources can produce, given the

different ways that they could be deployed, and given consumers' desires

WHY IS IT GENERALLY SUPERIOR, FROM AN ECONOMIC PERSPECTIVE
TO PERMIT PRICES TO ADJUST TO LEVELS THAT AT LEAST RECOVER
COSTS?

Prices affect the decisions that consumers make about what to consume and how much to

consume, as I have already discussed. Consumers make efficient decisions about what

goods and services to consume if the prices they face reflect the costs that society incurs

to supply them with those goods and services. Prices that reflect costs therefore

encourage a socially efficient allocation of society's resources to competing uses. Prices

that fall short of costs cause consumers to over-use those services. which is inefficient

because society's resources that could be used for something that would provide more

value to consumers are diverted to a less-valued use. to the detriment of consumers

overall

YOU HAVE EXPLAINED WHY., FROM A PURELY ECONOMIC
PERSPECTIVE, IT IS GENERALLY SUPERIOR TO ALLOW RETAIL PRICES
TO ADJUST TOWARD COST-BASED LEVELS THAN TO PERPETUATE
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SUBSIDIZED PRICES. ARE THERE REASONS THAT REGULATORS MIGHT
NEVERTHELESS REASONABLY CHOOSE TO PERMIT RECOVERY OF
somE OF THE FORGONE ACCESS REVENUES THROUGH UNIVERSAL
SERVICE SUPPORT INSTEAD?

Yes, there can be in certain circumstances. Regulators can face conflicting social policy

goals. One goal is certainly to maximize overall consumer (social) welfare. Another

goal, however, may be to promote universal service, even at the expense of overall social

welfare. To balance these objectives, AT&T proposes that (1) the Commission adopt a

benchmark mechanism by which the access reduction is partly compensated by retail rate

increases, with the rest funded by universal service support; and (2) Lifeline rates not

increase under the plan

WHAT DO YOU MEAN BY "UNIVERSAL SERVICE"?

By universal service, I mean that all consumers (or nearly all of them) have telephone

service available to them at reasonable rates The concept of universal service as a

social policy goad is based on the premise (which I am neither endorsing nor rejecting

here) that telephone service is of such unique importance to individuals' health and

See Direct Testimony of Dr. Ola Oyefusi, In Ike Matter of the Review and Possible Revision of Arizona
Universal Service Fund Rules. Article 12 of The Arizona Aolministraave Code and In The Matter q
Investigation of the Cost of Telecommunications Access,before the Arizona Corporation Commission, Docket
Nos. RT-00000H-97-0137 and T-00000D-00-0672, December 1, 2009 (hereafter Oy 4si Direct)
See, Ag., ARJZ. ADMIN CODE R14-2-lll3 (establishing a universal service fund to "assure the continued
availability of basic telephone service at reasonable rates"), and the Telecommunications Act of 1996, Sec. 254
(establishing, among others, the following principles of universal service: availability of quality services at
just, reasonable and affordable rates," nationwide access to advanced telecommunications and information

services, availability of such services to all consumers, including those in "low income, rural, insular, and high
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welfare that we have an obligation as a society to ensure that all Americans have access

It is generally understood that 100 percent telephone penetration is not possible for a

variety of reasons, including the fact that at any point in time, some people are in the

process of moving or changing telephone providers, some may not want telephone

service at any price, and other factors. Nevertheless, overall telephone penetration

(accounting for wireless and other voice technologies) in the US today is very close to

the 100 percent policy ideal, and in Arizona today is 93 percent

WHAT WOULD BE THE EFFECT ON QVERALL TELEPHONE
PENETRATION--AND THEREFORE UNIVERSAL SERVICE GOALS--OF
INCREASING PRICES OF REGULATED TELEPHONE SERVICES TO
RECOVER LOST ACCESS REVENUES DUE TO ACCESS REFORM?

In principle, telephone penetration could go up, down, or stay the same. However, a

number of factors indicate that overall telephone penetration is likely to be resilient to

price increases on regulated local telephone service in Arizona, and overall penetration

could indeed increase. These factors include the facts that: (1) other means of

communications, such as wireline and broadband-based telephony are widely available

and wireless penetration 'm Arizona is nearly universal, (2) an increase in wireline prices

cost areas" at rates that are "reasonably comparable" to those charged in urban areas, and access to advanced
telecommunications services in schools_ libraries and rural health care facilities
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due to access reform would be part of a holistic access reform policy that would be

expected to result in lower wireline long distance prices, as I discussed earlier, which

would tend to counterbalance lncreased prices for local exchange services, and (3)

explicit policies have been implemented in Arizona to protect low-income consumers

from any negative effects of increases to regulated rates

For example, suppose for the sake of argument that allowing prices of basic regulated

local service to rise, holding all other prices constant, would cause a significant share of

customers to stop subscribing to regulated telephone service. In today's marketplace, this

would not imply that these customers would be without telephone service. These

customers might decide to rely instead on their wireless service, or, if they are among the

few in Arizona that do not have wireless service, begin subscribing to it, or they may

decide to switch instead to VoIP services, assuming such services are available in their

Wireless service is certainly widely available in Arizona. As of June 2008, there were

4.9 million mobile wireless subscribers in Arizona, compared to 2 million seven years

Telephone Subscribership in the United States (Data through March 2009)," Alexander Belinfante, Industry
Analysis and Technology Division, Wireline Competition Bureau, Federal Communications Commission
August 2009, Table 2
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ago, representing a growth of 145 percent," and most of the state has wireless coverage

with a significant portion of it being served by three or more wireless providers

Nationwide, 20 percent of households have no wireline service and rely on wireless

service as their local telephone service The percentage is even higher in the Phoenix

MSA, where, according to information provided in discovery by Qwest, the percentage of

wireless-only households (i.e., those with wireless but no traditional wireline service) has

reached 25 percent. Indeed, 97 percent of the population in Arizona over the age of 151 1 1

has a wireless phone Studies have also found that lower income customers are more

likely than are higher income customers to "cut the cord" and have wireless service only

rather than have wireline service and no wireless service

Local Telephone Competition: Status as of June 20, 2008," Federal Communications Commission, Industry
Analysis and Technology Division, Wireline Competition Bureau, July 2009 (hereafter FCC Local Competition
RepOrt), Table 14
Twelfth Report, In the Matter of lmplementation of Section 6002(b) of the Omnibus Budget Reconciliation Act
of 1993 and Annual Report and Analysis of Competitive Market Conalitions With Respect to Commercial
Mobile Services, before the Federal Communications Commission, FCC 08-28, (released February 4, 2008)
Map B-7, p. 140
Stephen J. Blumberg and Julian V. Luke, "Wireless Substitution; Early Release of Estimates from the National
Health Interview Survey, July-December 2008," Centers for Disease Control and Education (CDC), May 6

Qwest Supplemental Response to AT&T Discovery Request No. 3-8, p. 3 of Attachment A. This is consistent
with a study based on 2007 data that found that the percentage of wireless-only households in Arizona was
higher than die national percentage (18.9% and l4.7%, respectively). See Stephen J. Blumberg and Julian V
Luke, "Wireless Substitution: State-level Estimates from the National Health Interview Survey, January
December 2007," National Health Stahlstics Reports, Number 14, March ll, 2009
The percentage of all residents in Arizona with a wireless phone is 76 percent. FCC Local Compehhon Report
Table 14, and U.S. Census Bureau, "2008 American Community Survey, Selected Population Profile in the
United States - Arizona
See, for example, Charles S. Golvin et al., "Cord-Cutting Reaches One In 20 Mobile Households," Fon'ester
Research, May 5, 2005, p. Z, Keith Mallinson, "Personal Wireless Calling Surpasses Wireline Calling: A
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Broadband service is also widely available in Arizona. According to the FCC's most

recent report, as of June 2008, all Zip Codes in Arizona had at least three providers of

high-speed service, and 57 percent of Zip Codes had ten or more The FCC also

reports that in Arizona, 84 percent of homes where ILE Cs offer local telephone service

have DSL available, and 99 percent of homes where cable providers offer service have

broadband cable service available

If customers switch from wireline to wireless service (or simply drop their wireline

service and retain the wireless service they already have), or switch to broadband based

telephony (as part of a broadband package, for example, this would not decrease overall

telephone penetration and would therefore not damage universal service goals. It would

be a reflection of consumer preferences, when consumers are able to face prices that

more fully reflect actual costs. Of course, ii in some areas, no wireless, broadband, or

other alterative services were available. and if the increase in wireline local service

prices (all else equal) were enough to make a significant number of customers choose not

to buy any telephone service at all, that might affect the goal of universal service

Wireless Substitution Update," Yankee Group Analyst Report, August 2005, p. 2, and Amy Cravens, "Cutting
the Cord: Consumer Wireline Erosion," In-Stat Analyst Report, December 2005, p, 2

High-Speed Services for Internet Access: Status as of June 30, 2008," Federal Communications Commission
Industry Analysis and Technology Division, Wireline Competition Bureau, July 2009 (hereafter FCC
BroadbandReport), Table 17
FCC 8roacibandReport, Table 14
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The foregoing discussion, however, accounts for only half of the picture. If local service

prices are increased to compensate for access rate reductions, the access rate reductions

themselves would be expected to cause long distance prices to decline, as I have already

explained. Lower wireline long distance prices would stimulate demand not only for

wireline long distance service, but for access to the wireline network (i.e., basic local

service), all else equal. The net effect of increased local exchange prices and reduced

long distance prices could increase demand not only for long distance service but also for

local exchange access-therefore leading to increased wireline telephone penetration

IS THERE EVIDENCE THAT ACCESS RATE REBALANCING-LE
REDUCED ACCESS RATES AND COMPENSATING INCREASED LOCAL
SERVICE RATES-CAN IN FACT CAUSE TELEPHONE PENETRATION TO
INCREASE?

Yes. In a study published in the American Economic Review by economist Jany

Hausman and colleagues Timothy Tardiff and Alexander Belinfonte the authors

analyze telephone nene9atiQn and nr1 p|>e from 1984 to 1990. and End that \fll 1 increase

basic [retail local] access prices combined with a decrease in long-distance toll prices

Jerry Housman, Timothy Tardiff, and Alexander Belinfante, "The Effects of the Breakup of AT&T on
Telephone Penetration in the United States," Y71e American Economic Review, 83:2 May 1993) Hereafter
Housman et al. 1993),pp. 181-182. The authors estimate the effect on telephone penetration from changes in
the price for local service and the prices for interstate and intrastate (intraLATA and interLATA) toll services
Employing a panel data set from 1984 to 1988 of up to 500 different geographic locations in the U.S., the
authors estimate a binary legit model where the left-hand-side (dependent) variable is the proportion of
households with telephone service and the right-hand-side (independent) variables are telephone prices and
Dem graphic variables of households. The authors find that at 1990 average U.S. prices and penetration levels
the own-price elasticity for local service is -0.005, whereas the cross-price elasticity of demand for local service
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(via a decrease in long-distance access prices) could well lead to an increase in telephone

penetration They conclude that "the evidence tends to show that increased

penetration [that occurred during the time period studied] resulted in part from the

combined effect of higher monthly basic [retail local] access charges and lower long

distance prices" during this period

ARE THERE ANY SAFEGUARDS IN ARIZONA FOR LOW-INCOME
CUSTOMERS TO RECEIVE TELEPHONE SERVICE IF RETAIL PRICES FOR
LOCAL EXCHANGE SERVICE WERE TO RISE?

Yes. Pursuant to Arizona Statute. heads of household that are 65 or older and have a

household income at or below the poverty level are eligible for a telecommunications

service assistance program. LECs are required to provide assistance to eligible recipients

in the form of a credit of 17 percent on their charges The Arizona Department of

Economic Security administers additional telephone discount programs through

agreements with Qwest for households meeting certain poverty criteria, such as the

Telephone Assistance Program for the Medically Needy, which pays for basic telephone

service for individuals who have a medical need for a telephone in the home, and the

Lifeline Telephone Discount Program, which provides a discount of $8.04 to the basic

is -0.0086 with respect to the price of intraLATA toll, -0.0019 with respect to the price of intrastate interLATA
toll, and -0.0055 with respect to the price of interstate toll
Housman et al. 1993, p. 182
Housman et al. 1993, p. 183
A.R.S. 46-70l_ 702. and 703
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telephone rates of eligible households. Households with low income are also eligible1 LU

for financial assistance through federal programs such as Lifeline Assistance, which

provides discounts on basic monthly service, and Link-Up America, which assists

households with the costs of setting up phone service (wireless or wireline). Residents in

tribal communities may qualify for enhanced Lifeline assistance and expanded Link-Up

support, which provide additional discounts on monthly telephone service or set-up

DR. ARON, CLEARLY SOME CONSUMERS WOULD BENEFIT FROM BEING
ALLOWED TO PAY BELOW-COST PRICES THAT ARE SUBSIDIZED WITH
UNIVERSAL SERVICE SUPPORT. ARE THERE DOWNSIDES TO THIS
SYSTEM IN ADDITION TO THE PURELY ECONOMIC NEGATIVE EFFECTS
ON OVERALL CONSUMER WELFARE AND COMPETITION THAT YOU
HAVE EXPLAINED?

Yes. If some customers are allowed to pay below-cost prices, subsidized by universal

service funds, some other customers are providing the subsidy. For example, universal

86I'V166 Qnnnnrt 191189 fn f`lnvv fn May net areas- which tend to be more rural areas

customers, then, tend to be net payers into the subsidy. There is no reason to believe that

such a system of cross subsidies is "fair" given that urban customers may well face

higher prices for housing, food, and other costs of living. Moreover, many urban

Arizona Department of Economic Security, "Telephone Discount Programs," at
https ://ego . aides. gov/cm internet/intranet. aspx?id=2346&um enu=34
See, FCC website, "Lifeline and Link-Up: Affordable Telephone Service," at
http://www.fcc.gov/cgb/consum erfacts/lllu.html, and "Tribal Initiative: Financial Assistance," at
http://wwwfcc.gov/indians/financialassistance.html
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customers (like many rural customers) live in households with low income, and there is

no obvious social policy objective being served by requiring these urban households to

subsidize rural households, including rural households with higher income levels. In

addition, increased universal service funding imposes a greater cost on Arizona

businesses, who would ds shoulder part of the subsidy burden as telephone customers

Imposing costs on businesses is detrimental to the business climate in Arizona, and

increases the prices paid by consumers for the goods and services produced by those

businesses

ARE THERE NO "PURELY ECONOMIC"-LE.. EFFICIENCY
UNIVERSAL SERVICE SUPPORT?

BENEFITS TO

There may be. The benefits of universal telephone subscription extend beyond the

benefit to the individual consumers whose prices are subsidized- When one additional

person attaches to the network, there is an externality effect because a potential benefit is

€XD€I'16I1C6 by all gus1nm¢=fe nm H19 nrahxrnrk: they c 11 /or receive cars from)

additional person. Whether this "network externality" is significant today is also an

empirical question, but at least as a matter of theory this effect can provide an economic

justification for encouraging network subscription even if it requires subsidy
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WHAT IS THE ROLE OF "BENCHMARKS" IN THIS ANALYSIS?

The idea of benchmarks is the following. Suppose that access reform would reduce

access revenue for a given ILEC by $5 per line per month (using hypothetical numbers

for purposes of exposition), and that the current retail price for basic local service were

$15 per line per month. One means of recovering that $5 in lost access revenue due to

access reform would be to increase the retail price of service by $5 (to $20). Another

would be to keep the retail price of service the same but provide a $5 subsidy via a

universal service fund. The fanner would be the most efficient in the economic sense of

encouraging efficient competition, investment, and resource allocation, as I have

explained. The latter would be the least likely to cause a decline in wireline telephone

penetration, because there would still be the expected decrease in long distance prices

(due to the reduced access rates) but a much smaller increase in local service prices

There is no free lunch, however. The larger is the draw from the universal service fund

the greater is the economic inefficiency and cost to society caused by distorted

competition, distorted consumption decisions by consumer, and distorted incentives for

investment by providers, and the greater is the cost burden to the customers providing the

subsidy, as I have explained. Hence, it would generally be desirable to compensate the

camlets for reduced access revenues at least partly by increasing retail prices. One way
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to achieve this would be to identify a price level for retail service that would recover

some of the forgone access revenues at which customers would not be likely to defect

from the network in significant numbers (i.e., a reasonably "tolerable" or "affordable

retail price level), and if that is not sufficient, to make up the rest of the access reduction

with universal service funds. For example, suppose that there was reason to believe that

if the price were to rise to $18 (again using hypothetical numbers), this would cause

minimal decrease in subscribership due to the higher local price. Then the benchmark

could be set at $18, which would permit recovery of $3 of the $5 of forgone access

revenues, and the remaining $2 could be recovered from universal service funds. This

solution would likely be superior to a solution of recovering the entire decrease in access

revenues from universal service funds because it would at least partially rationalize the

retail price toward a more efficient level, it would impose less subsidy burden on the

customers supplying the subsidy, and it would go further toward diminishing the wide

range of retail rates across the sate, bringing these rates closer together."' It would be

less efficient than a solution of fully recovering the forgone access revenues from retail

Even if the entire decrease in access revenues were covered by increased universal service support, that support
would have to come from somewhere. Assuming it com es from the industry and not general tax revenues, there
would generally be some increased cost to consumers to fund the universal service system
For example, Arizona Telephone Co.'s IF rate is $925 per month, while Midvale Telephone Exchange's (Rio
Verde) AFR rate is over two and a half times higher, at $24.46 per month. See ALECA Responses to Staff
Discovery Request No. 1.3. Assuming the benchmark were set above the $9.25 rate but below the $24.46 rate
the benchmark would provide an opportunity for Arizona Telephone Co. to increase its rate without providing
an opportunity for Midvale to do so, thereby bringing the two carriers' prices closer together. Dr. Oyefusi
explains in his direct testimony how the benchmark is applied in scenarios such as aNs (see Oyefusi Direct)
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prices, but may impose a lower potential risk to universal service goals (to the extent

there is any material risk)

Finally, a practical downside to adopting a benchmark rather than recovering all of the

forgone access revenues in the form of higher prices is that doing so would raise the

empirical challenge of identifying a "benchmark" price that minimizes the social burden

on the customers providing the subsidy, while not meaningfully impeding universal

service goals

COULD YOU PLEASE SUMMARIZE YOUR CONCLUSIONS REGARDING
THE TRADEOFFS BETWEEN REVENUE RECOVERY VIA HIGHER RETAIL
PRICES. VERSUS DRAWS FROM A UNWERSAL SERVICE FUND?

Yes. Economics is clear in teaching us that allowing retail prices to rise to a level that at

least covers costs would generally advance overall consumer welfare by promoting an

efficient allocation of resources, promoting efficient investment in alternative

technologies, and promoting efficient competition. . However, it is possible that such

prices would impede social universal service objectives by discouraging some consumers

from attaching to the telephone network at all. In such cases, there may be a conflict

between advancing overall consumer welfare and advancing universal service policy

objectives, and policy makers may choose to promote the latter at some expense of the

former by permitting prices to remain below cost and subsidizing the difference via

universal service funds. The facts in Arizona suggest that there are significant market



Arizona Corporation Commission
Docket No. RT-00000H-97-0137

Docket No. T-GOOGGD-00-0672
Direct Testimony of Dr. Debra J. Aron

and regulatory safeguards to protect universal service goals so that overall telephone

penetration is likely to be resilient to price increases, however. Because universal service

mechanisms have a cost in the font of decreased overall social welfare and potentially

unfair" burdens imposed on the subsidizing customers, before instituting a universal

service support mechanism to compensate for forgone access revenues policy makers

should therefore at a minimum consider whether increasing retail prices to recover the

access loss would in fact result in reduced telephone penetration, and (on the flip side)

consider whether universal service support would be likely to meaningfully increase

penetration

BY ORDERING A REDUCTION IN INTRASTATE ACCESS CHARGES
WOULD THE COMMISSION BE ABDICATING ANY REGULATORY
RESPONSIBILITY TO THE LOCAL EXCHANGE CARRIERS?

No. On the contrary, the current system of support is crumbling as long distance minutes

fall, LEC lines decline, and the subsidy source erodes, as I have already described. It is

imperative both to provide a sustainable policy for wireline local exchange companies

that currently rely on access rates to support below-cost local exchange prices, and for

the ability of wireline long distance providers to compete on a more level playing field

with other technologies, to reduce the currently-excessive intrastate access rates in

Arizona. Of course. it would not be sustainable as a matter of economics nor advisable

as a matter of policy credibility for regulators to rescind the subsidies embedded in access
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rates, but fail to alleviate regulatory restrictions that may have forced some local

exchange rates below cost. It would be most efficient to allow local exchange carriers

the opportunity to increase local exchange prices to recover the forgone access revenues

but if the social policy objective of maintaining local exchange rates below cost is still

considered necessary, an explicit means to fund these prices, such as a universal service

fund, must be implemented

7 IX. Concluding Comments

9

10

CAN YOU PLEASE SUMMARIZE THE BENEFITS TO CONSUMERS AND THE
ECONOMY FROM REFORMING INTRASTATE ACCESS RATES TO MIRROR
INTERSTATE RATES?

Yes. Reforming the access regime by reducing intrastate access rates in Arizona as part

of a holistic regulatory approach that provides for offsetting revenues via retail rate relief

and/or universal service support can be expected to benefit consumers in the following

Prices for wireline intrastate long distance services would be expected to fall, which
would directly benefit consumers and in tum would stimulate more usage of the
wireline long distance network and enhance opportunities for consumers to use the
technology that best suits their needs at the time

Distortions in the competitive process between wireline, broadband, and wireless
technologies would be reduced so that consumers could make decisions that reward
providers more closely for their relative efficiencies, service characteristics, and value
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in the eyes of customers, rather than on the basis of artificially high wireline long
distance services prices that distort consumer behavior

Investment incentives would be better aligned with the relative merits of different
service providers and technologies, and

Wasteful arbitrage activities would be less attractive and would therefore likely be
reduced

DOES THIS CONCLUDE YOUR DIRECT TESTIMONY?

Yes. it does
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Legislature's Telecommunications Utilities Committee regarding the economic principles
for a forward-looking regulatory agenda in light of the facts of competition nationwide and
in New Jersey, and the costs of regulation, October -. November 2006.

"The Interaction of Regulation with Economics and Financial Analysis in Litigation,
Policy, and Strategy Consulting," CLE course, XPRT Forum, October 7, 2006.

"Comments on 'Economic Analysis in FCC Merger Proceedings,"' Conference on
Economic Analysis and FCC Decisionmaking, presented by the Federal Communications
Bar Association (FCBA) and Stanford Institute for Economic Policy Research (SIEPR),
Washington D.C., March 15,2006.

"Economic Principles for Consumer Protection Rules," Pei Telecom / Tech Briefing, Santa
Clara, California, October ll, 2005.

"The Proper Treatment of Spare Network Capacity in Regulatory Cost Models,"
Presentation at the Advanced Workshop in Regulation and Competition, Center for
Research in Regulated Industries, Skytop, Pennsylvania, May 2005 .

"Telecommunications Regulation: What's Obsolete? What Will Become Obsolete?"
Presentation at the State and City Telecom Reform Conference, Heartland Institute,
Chicago, Illinois, December 2004.

"Trends in Telecommunications Demand & Supply," Presentation at the 46"' Annual
NARUC Regulatory Studies Program, Michigan State University, August 2004.

"The Economic Costs of Proposed Wireless Regulations in California," Presentation to
CoMmissioners Brown and Kennedy, California Public Utilities Commission, San
Francisco, California, April 2004.
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The Economics of UNE Pricing: Presentation to Staff," Ex parte presentation to the staff
of the FCC. in FCC WC Docket No. 03-173: Review of the Coxmnission's Rules Regarding
the Pricing of Unbundled Network Elements and the Resale of Service by Incumbent Local
Exchange Carriers, March 2004

The High Cost of Proposed New Wireless Regulations," Presentation to the Pacific
Research Institute conference "Regulating Wireless in California: Bill of Rights... or
Wrongs'?," San Francisco, April 2003

The TELRIC Showdown." Panelist, NARUC Staff Subcommittee on
Telecommunications, 2002 Annual Convention, Chicago, Illinois, November 2002

Economic Principles for Efficient Pricing of Municipal Rights-of-Way," National
Association of Telecommunications Officers and Advisors (NATOA), Chicago, Illinois
September 2002

Trends in Voice and Broadband Competition in Telecommunications Markets: Markets
Strategies, and Regulation," 82Nd Annual Convention of the Indiana Telecommunications
Association, Lexington, Kentucky, June 2002

Broadband Deployment in the United States," Emerging Opportunities in Broadband
Symposium, Northwestern University, Evanston, Illinois, December 2001

Local Competition in Illinois," Illinois Telecommunications Symposium, Northwestern
University, Evanston, Illinois, December 2000

Licensing and Access to Innovations in Telecommunications and Information Services
Telecommunications Policy Research Conference, Alexandria, Virginia, September 2000

Effecting a Price Squeeze Through Bundled Pricing," Federal Communications
Commission, Washington, D.C., May 1999

Competitive and Strategic Use of Optional Calling Plans and Volume Pricing Plans]
Institute for International Research Conference for Competitive Pricing of
Telecommunications Services, Chicago, Illinois, July 1998

The

Effecting a Price Squeeze Through Bundled Pricing," Consortium for Research in
Telecommunications Policy Conference, University of Michigan, Ann Arbor, Michigan
June 1998

The Pricing of Customer Access in Telecommunications," Conference on Public Policy
and Corporate Strategy for the Information Economy, Evanston, Illinois, May 1996

Diversification as a Strategic Preemptive Weapon," University of Iowa, Iowa City, Iowa
February 1994

Diversification as a Strategic Preemptive Weapon, "University of Buffalo, Buffalo, New
York, February 1994

Diversification as a Strategic Preemptive Weapon," University of Southern California
Los Angeles, California, December 1993
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Strategic Pricing," Winter Meetings of the Econometric Society, Discussant, Anaheim
California. December 1993

Innovation. Imitation. Productive Differentiation. and the Value of Information in New
Markets," Michigan State University, Lansing, Michigan, November 1993

Diversification as a Strategic Preemptive Weapon," Rutgers University, New Brunswick
New Jersey, November 1993

Diversification as a Strategic Preemptive Weapon," University of California at Santa
Cruz. Santa Cruz. California. November 1993

Diversification as a Strategic Preemptive Weapon," Graduate School of Business
Stanford University, Stanford, California, November 1993

Innovation. Imitation. Productive Differentiation. and the Value of Information in New
Markets," Purdue University, West Lafayette, Indiana, September 1993

Innovation. Imitation. Productive Differentiation. and the Value of Information in New
Markets," Summer Meetings of the Econometric Society, Boston University, Boston
Massachusetts. June 1993

Innovation. Imitation. Productive Differentiation. and the Value of information in New
Markets," University of California, Department of Economics, Berkeley, California, May

Innovation. Imitation. Productive Differentiation. and the Value of Information in New
Markets," Stanford University, Graduate School of Business, StanfOrd, California, May

Diversification as a Strategic Preemptive Weapon," Stanford University, Graduate School
of Business, Stanford, California, April 1993

Innovation. Imitation. Productive Differentiation. and the Value of Information in New
Markets," Hoover Institution, Stanford, California, April 1993

Innovation. Imitation. Productive Differentiation. and the Value of Infonnation in New
Markets," University of California, Graduate School of Business, Berkeley, California
February 1993

Innovation. Imitation. Productive Differentiation. and the Value of Information in New
Markets," Stanford University, Department of Econornics, Stanford, California, February

Innovation. Imitation. Productive Differentiation. and the Value of Information in New
Markets," Hoover Institution, Stanford, California, January 1993

Pricing Strategies," Session Discussant, 1992 North American Winter Meeting of The
Econometric Society, Anaheim, California, January 1992

Diversification as a Strategic Preemptive Weapon," University of Toronto, Toronto
Canada. November 1991
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Diversification as a Strategic Preemptive Weapon," Queen's University, Kingston
Ontario. Canada. November 1991

Bonuses and Penalties as Equilibrium Incentive Devices, with Application to
Manufacturing Systems," University of Chicago, Chicago, Illinois, June 1991

The Timing of Entry into New Markets," Summer Meetings of the Econometric Society
University of Pennsylvania, Philadelphia, Pennsylvania, June 199 l

Innovation. Imitation. Productive Differentiation. and the Value of Information in New
Markets," University of Chicago, Chicago, Illinois, April 199 l

Bonuses and Penalties as Equilibrium Incentive Devices, with Application to
Manufacturing Systems," Winter Meetings of the Econometric Society, Washington, D.C
December 1990

Corporate Spin-offs in an Agency Framework," University of Washington, Seattle
Washington, October 1990

The Timing of Entry Into New Markets," University of British Columbia, Vancouver
British Columbia. October 1990

Corporate Spin-offs in an Agency Framework," Texas A&M University, College Station
Texas, April 1990

Firm Organization and the Economic Approach to Personnel Management," Winter
Meetings of the American Economic Association, New York, New York, December 1989

Corporate Spin-offs in an Agency Framework," Western Finance Association Meetings
Seattle, Washington, June 1989

Corporate Spin-offs in an Agency Framework," University of Rochester, Rochester, New
York, May 1989

Corporate Spin-offs in an Agency Framework,". North American Summer Meetings of the
Econometric Society, Minneapolis, Minnesota, June 1988

Competition, Relativism, and Market Choice," North American Summer Meetings of the
Econometric Society, Berkeley, California, June 1987

Competition, Relativism, and Market Choice," University of Chicago, Chicago, Illinois
April 1987

Rate Reform and Competition in Electric Power," Discussant, Conference on Competitive
Issues in Electric Power, Northwestern University, Evanston, Illinois, March 1987

Worker Reputation and Productivity Incentives," New Economics of Personnel
Conference, Arizona State University, Tempe, Arizona, April 1986

Ability, Moral Hazard, and Firm Diversification," Various Universities, 1985, 1994
including Yale University, University of Rochester, Stanford University, University of
Minnesota, California Institute of Technology, Duke University, Northwestern University
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Brown University, Harvard University, University of California - Los Angeles, University
of Pennsylvania

ACADEMIC JOURNAL REFEREEING

Dr. Aron has served as a referee for The Rand Journal of Economics, the Journal of
Political Economy, the Journal of Finance, the American Economic Review, the Quarterly
Journal of Eeonomics, the Journal of lndusfrial Economics, the Journal of Economics and
Business, ire Journal of Economic Theory, the Journal of Labor Economics, the Review of
Industrial Urbanization, the European Economic Review, the Journal ofEconomics and
Management Strategy, the International Review of Economics and Business, the Quarterly
Review of Economics and Business, Management Science, the Journal of Public
Economics. the Journal of lnstitutional and Theoretical Economics, and the National
Science Foundation

SELECTED TESTIMONY AND OTHER ENGAGEMENTS

Deposition testimony on damages in a matter before the United States District Court
Western District of Texas, Austin Division, regarding intercarrier "access fees" for
exchange of Internet Protocol telecommunications traffic, October 2009

Expert testimony before the New Jersey Board of Public Utilities regarding intrastate
switched access charges and retail rate rebalancing, September 2009

Expert testimony before the Circuit Court for the Third Judicial Circuit, Madison County
Illinois in class action matter pertaining to allegations that a statutory reftuid required of
defendant telephone company was improperly distributed, October 2009

Advice and presentation to executives of a large Israeli telecommunications company
regarding the Israeli regulatory regime, unbundling obligations, pricing, costing, and
competitive reform, February 2009

Deposition testimony in a matter before the Delaware Circuit Court regarding a contractual
dispute between wireless telecommunications companies, on the issue of irreparable harm
pertaining to alleged violation of exclusive territory provisions, November 2008

Written expert evidence before the Canadian Radio-television and Telecommunications
Commission in the matter of an application to expand the unbundling obligations of the
ILE Cs for the provision of certain broadband services, regarding the effects of the
requested unbundling obligations on competition, investment, and social welfare in Canada
July 2008

Deposition and jury trial testimony in a matter before the Superior Court of the State of
California, County of Los Angeles on the telecommunications business environment and
viability of particular telecommunications business models in the late 1990s/early 2000s in
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a matter regarding an alleged breach of contract in the mobile satellite services industry
April/July 2008

Written expert declarations before the California Public Utilities Commission in the matter
of a Rulemaking regarding whether to adopt, amend, or repeal regulations governing the
retirement by incumbent local exchange carriers of copper loops and related facilities used
to provide telecommunications services, regarding the effects of copper retirement
regulation on investment incentives for next generation networks, January 2008

Analysis of US and global subsea telecommunications fiber capacity investments and swap
arrangements during the late l990s and early 2000s, in a litigation matter alleging failure of
defendant to disclose material information to plaintiffs (case settled before expert
disclosure), 2008

Written testimony before the Public Utility Commission of Texas regarding the regulatory
philosophy of universal service policy, and competitive implications of proposed universal
service distribution mechanisms. November 2007

Expert evidence before the Canadian Radio-television and Telecommunications
Commission regarding the economically appropriate methodology for pricing wholesale
telecommunications services and essential facilities, October 2007

Expert testimony before the Indiana Utility Regulatory Commission regarding the
competitive effects on a new entrant in the video services marketplace of disclosure of
highly detailed deployment data, August 2007

Deposition testimony in a matter before the Oklahoma Court of Tax Review regarding the
market factors affecting valuation of tclecommtinications assets during the relevant tax year
of the dispute, June 2007

Written evidence before the Canadian Radio-television and Telecommunications
Commission regarding the proper economic principles that should govern detennination of
regulatory costs, and the effects of regulatory cost determination on economic efficiency
and competition, May 2007

Expert testimony before the New Jersey Board of Public Utilities regarding its review of
telecormnunications regulations and proposal to establish new regulations on incumbent
and competitive wireline carriers, March 2007

Analysis of competitive effects and effects on consumer welfare of deployment of IP video
services in competition with incumbent video services providers, 2007

Damages analysis as consulting expert in an international arbitration matter regarding
disputed availability of and access to subsea and terrestrial telecommunications fiber
capacity from mid 1990s through mid 2000s, with focus in Asia and Europe, 2007

Expert testimony before the Michigan Public Service Commission regarding the
competitive effects of total service resale of telecommunications services, and restrictions
on resale pertaining to aggregation of demand for volume discounts, November 2006
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Preliminary Expert Report of Debra J. Aron, "The U.S. Long-haul Fiber Optic Network
Industry: 1996-200l," in a matter in the Superior Court of the state of California involving
disputed investment in long haul capacity in the U.S., June, 2006

Expert testimony before the Kentucky Public Service Commission, Tennessee Regulatory
Authority, and Mississippi Public Service Commission regarding the competitive effects of
the proposed AT&T acquisition of BellSouth, June 2006

Deposition testimony in a matter before the Oklahoma Court of Tax Review regarding the
status of competition for wireline local exchange telephone service in Oklahoma and the
likely economic effect of such competition on the forward looking value of company
assets. March 2006

Expert testimony before the California Public Utilities Commission regarding the
competitive landscape in California and the desirability of establishing a Uniform
Regulatory Framework for the telecommunications industry in the state of California
February 2006

Deposition testimony and trial testimony in the Court of Chancery in the state of Delaware
In and For New Castle County and in Circuit Court of Cook County, Illinois County
Department, Chancery Division, regarding the possibility of "irreparable harm" to Sprint
Nextel's wireless affiliates in connection with Sprint's acquisition of Nextel Corporation
November 2005 - July 2006

Expert testimony before the California Public Utilities Commission and the Public Utilities
Commission of Ohio evaluating the economic benefits and competitive impacts of the
proposed acquisition of AT&T by SBC, June-August 2005

Expert testimony before the Oklahoma Corporation Commission regarding the proper
economic principles for reduced regulation of retail telecommunications services and
regarding the determination of the amount of a supersedes bond to quantify the economic
hand likely to result from the award of a stay of Commission order that would grant pricing
flexibility and require broadband investment, June - August 2005

Expert testimony before the Kansas Corporation Commission regarding the sustainability
of competition in communications markets in Kansas, June 2005

Cost and economic analysis for a large telecommunications firm regarding tariffed volume
and term-discounted pricing plans for special access services based on regulatory
requirements for consistency of prices with cost structure, March 2005

Expert testimony before the Missouri Public Service Commission evaluating the potential
competitive reclassification of local telephone service in Missouri, January 2005

Expert testimony before the Public Utilities Commission of Ohio and the Public Service
Commission of Wisconsin regarding the effects of UNE pricing on the competitive
telecommunications markets, July 2004

Expert testimony before the Florida Public Service Commission and the Georgia Public
Service Commission, written expert testimony before the public utilities commissions in
Mississippi, Alabama, North Carolina, South Carolina, Tennessee, and Kentucky, and
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deposition testimony, regarding the proper principles for determining which network
elements should be provided to competitors on an unbundled basis at regulated rates
including testimony in support of a business case model of the viability of efficient
competitive entry in specific geographic markets in each aforementioned state, January
March 2004

Ex partepresentation "The Economics of UNE Pricing," to the Federal Communications
Commission staff, with William Roberson, March 2004

White Papers, "The Economics of UNE Pricing," December 2003, and "A Further Analysis
of the Economics of UNE Pricing," January 2004, with William Roberson, submitted to the
Federal Communications Commission in FCC WC Docket No. 03-173: Review of the
Commission's Rules Regarding the Pricing of Unbundled Network Elements and the
Resale of Service by Incumbent LOcal Exchange Carriers

White Paper, "The Effects Of Below-Cost TELRIC-Based UNE Prices On CLEC And
ILEC Investment." submitted to the Federal Communications Commission in FCC WC
Docket No. 03-173: Review of the Commission's Rules Regarding the Pricing of
Unbundled Network Elements and the Resale of Service by Incumbent Local Exchange
Carriers, January 2004

Expert testimony before the Illinois Commerce Commission regarding the proper
determination of Total Element Long Run Incremental Cost (TELRIC) for establishing
prices for network elements, March 2004

Expert testimony before the Illinois General Assembly regarding the effects of current
regulated UNE pricing of telecommunications elements on competitive telecommunications
markets in Illinois, May 2003

Expert testimony before the Public Utilities Commission of Ohio on issues related to
rights-of-way fees charged to electric, water, and telecommunications companies in the
City of Toledo, Ohio, March 2003

Reports evaluating the cost impacts and public policy implications of the proposed
California Consumer Protection rules on wireless carriers and customers, February 2003
and September 2003

Expert testimony before the state regulatory commissions in Ohio, Illinois, Indiana, and
Kansas on the economic principles for evaluating anticompetitive claims regarding
finback" pricing by incumbent telecommunications carriers, 2002 - 2003

Report pertaining to the economic and antitrust analysis of price squeezes, and the
suitability of imputation rules as a protection against an anticompetitive price squeeze, for a
carrier in a foreign market, 2002

Expert testimony before the Michigan Public Service Commission pertaining to allegations
of anticompetitive effects of long term contracts, 2002

For a small manufacturer of telecommunications equipment, consulting support to evaluate
the antitrust implications of a proposed acquisition, 2002
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White Paper submitted to the Texas Public Service Commission pertaining to the
competitive effects of "finback" and "retention" pricing, 2002

In Order Instituting Rulemaking on the Colrnnission's Own Motion to Assess and Revise
the new Regulatory Framework for Pacific Bell and Verizon California Incorporated
written declaration submitted to the California Public Utilities Commission pertaining to
the economic incentives created by modifications to the State's alternative regulation plan
and competitive reclassification of services, 2002

Statement to the Federal Communications Commission regarding the potential economic
causes of sustained price increases for cable television services, 2002

Expert testimony before the Kansas Corporation Commission regarding the antitrust
principles relevant to establishing rules for competitive reclassification of services under
governing state law, 2002

For a national wireless telecommunications carrier, consulting support pertaining to
litigation regarding access charges, 200 l

Expert testimony before the Missouri Public Service Commission pertaining to price
squeeze allegations in the long-distance market, 2001

Expert affidavit submitted to the Circuit Court in the state of Wisconsin, pertaining to
irreparable harm caused if court declined to grant a stay of disputed performance remedy
plan, 2001

Expert testimony before the public utilities commissions of Illinois, Ohio, California, and
Indiana, pertaining to the economic viability of constructing and provisioning ADSL
services, including market definition arid examination of competitive conditions, 2001

Expert testimony before the Illinois Commerce Commission pertaining to the proper
economic principles governing unbundling obligations, 200 I

In the matter of H & R Mason Contractor's et al. v. Motorola. Inc. et al.. before the Circuit
Court of Cook County, Illinois, expert affidavit examining the economic impediments to
class certification, focusing on the detcnninants of price in the relevant equipment markets
April 200 l

For a competitive local exchange provider in a foreign market, consulting support
regarding the proper determination of avoided costs for resale of incumbent services, April

For a major Japanese telecormnunications equipment manufacturer, evaluated the revenue
potential and desirability of entering several advanced services equipment markets
worldwide, for the purposes of assisting the client to evaluate a proposed acquisition
February 2001

Expert testimony in the Illinois Commerce Comlnission's Investigation Into Certain
Payphone Issues, examined the economic and public policy issues pertaining to pricing of
access lines for independent pay telephone providers, April 200 l
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In the matter of the Illinois Public Utility Commission's Investigation Into Tariff Providing
Unbundled Local Switching And Shared Transport, expert testimony regarding economic
antitrust perspectives on obligations of firms to affirmatively help their competitors, and
related public policy issues, April 200 I

In response to Request for Consultations by the U.S. Trade Representative (USTR) with the
Government of Mexico before the World Trade Organization (WTO) regarding barriers to
competition in Mexico's telecommunications market, analyzed regulated switched access
rates in the U.S. in comparison with those charged by Telmex, November 2000

Declaration submitted to the Texas Public Utility Commission, analyzed proposed
regulation aimed at preventing incumbents from executing a price squeeze, developed a
framework for evaluating claims of a price squeeze consistent with antitrust principles of
predation, August 2000

For a taxicab company, analysis of regulatory requirements in the City of Chicago
pertaining to valuation of medallions and valuation of capital for purposes of regulatory
ratemaking proceeding, 2000

Written and oral testimony before the public utility commissions of Illinois and Michigan
in various arbitration matters pertaining to the proper compensation for the use by
competitors of client's facilities for foreign exchange services, 2000

For a Finn in the aluminum fabrication industry, in the matter of a potential merger between
vertically integrated competitors, developed a methodology for adjusting the HHI measure
of market concentration to account for the vertical control by the merging parties of
downstream competitors, 2000

For a large newspaper publisher, in the possible acquisition of the San Francisco Chronicle
analyzed the potential antitrust impediments to an acquisition by the client of the Chronicle
including issues of geographic and product market definition, the interplay between
advertising markets and customer markets, and the relevant implications of the Newspaper
Preservation Act. 1999

Testimony before the Illinois Commerce Commission regarding the proper economic
interpretation of the standards for declaring a service competitive under the Illinois Public
Utilities Act, and quantification of the extent of competition in relevant Illinois markets
including discussion of market definition, the relevance of entry conditions, the relevance
of resale competition and analysis of various resale entry strategies, the interdependence of
resale and facilities-based entry strategies, and implementation of a technology-based
method of measuring market participation, 1999-2000

For a firm in the consumer mapmaking business, analyzed market definition, concentration
and etNciencies from a proposed merger, 1999

Affidavit submitted jointly with Robert G. Harris to the Federal Communications
Commission in the matter of "unbundled network elements" and commenting on the proper
interpretation of the "Necessary and Impair" standard, including discussion of entry
conditions and the business-case approach to valuation of an entry strategy, April 1999
reply affidavit May 1999
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Affidavit, "An Analysis of Market Power in the Provision of High-Capacity Access in the
Chicago LATA," submitted to the Federal Communications Commission, including an
analysis of the US DOJ merger guidelines and their applicability to regulatory relief in a
regulated market, as well as extensive empirical modeling of the costs and business case for
network buildout of high capacity facilities, February 1999

White Paper, "Proper Recovery of Incremental Signaling System 7 (SS7) Costs for Local
Number Portability," submitted to the Federal Communications Commission, April 1999

PROFESSIONAL ORGANIZATIONS

Member. American Economic Association

Member, Econometric Society

AssociateMember. American Bar Association

Past Member, Telecommunications Policy Research Conference Program Comrmttce

November 2009
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AT&T COMMUNICATIONS OF THE MOUNTAIN STATES. INC
AND TCG PHOENIX

REPLY TESTIMONY OF DR. DEBRA J. ARON

Introduction

ARE YOU THE SAME DR. DEBRA J. ARON WHO SUBMITTED DIRECT
TESTIMONY IN THIS PROCEEDING?

WHAT IS THE PURPOSE OF YOUR REPLY TESTIMONY?

I am responding to the Direct Testimony of Mr. Douglas Denney filed on behalf of

Eschelon Telecom of Arizona, Mountain Telecommunications, Electric Lightwave

McLeodUSA Telecommunications Services, tw Telecom of Arizona, a n d  X O

Cemxnunications Services (hereafter referred to collectively as "Joint CLECs"), the

Direct Testimony of Douglas Garrett on behalf of Cox Arizona Telkom, the Direct

Testimony of Douglas Duncan Meredith on behalf of the Arizona Local Exchange

Can°iers Association ("ALECA"), the Direct Testimony of Lisa Hensley Eckert on behalf

Direct Testimony of Dr. Debra I. Aron on Behalf of AT&T Communications of the Mountain States, Inc. and
TCG Phoenix, In the Matter of the Review and Possible Revision of Arizona Universal Service Fund Rules
Article 12 of the Arizona Administrative Code and In the Matter of the Investigation of the Cost of
Telecommunications Access,Before the Arizona Corporation Commission, Docket Nos. RT-00000H-97-0137
andT-00000D-00-0672, (hereafterAron Direct Testimony), December 1, 2009
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of Owest Cocrnomation and Owest Communications Comnanv (hereafter referred to as

Qwest"), the Direct Testimony of Don Price filed on behalf of Verizon Cdifomia

Verizon Business Services, and Verizon Long Distance (hereaiier referred to as

Verizon") , the Direct Testimony of Dr. Ben Johnson on behalf of the Residential Utility

Consumer Office (hereafter referred to as "RUCO"), and the Direct Testimony of Wilfred

Shard on Behalf of Staff of the Arizona Corporation Commission (hereafter referred to as

StafF')

Direct Testimony of Douglas Denney on Behalf of Eschelon Telecom of Arizona, Inc., Mountain
Telecommunications, Inc.; Electric Lightwave, LLC, McLeodUSA Telecommunications Services, Inc. d/b/a
PAETECBusiness Services; tw Telecom of Arizona LLC; and XO Comrmmications Services, Inc., In the Mater
of the Review and Possible Revision of Arizona Universal Service Fund Rules, Article 12 of the An'zona
Administrative Code and In the Matter of the Investigation of the Cost of Telecommunications Access,Before
the Arizona Corporation Commission, Docket Nos. RT-00000H-97-0137 and T-00000D-00-0672 (hereafter
Denney Direct Testimony), December 1, 2009; Direct Testimonyof Douglas Garrett onBehalf of Cox Arizona
Telcom, L.L.C., In the Matter of the Review and Possible Revision ofAr'izona Universal Service Fund Rules
Article 12 of the AriZona Administrative Code and In the Matter of the Investigation of the Cost of
Telecommunications Access, Before the Arizona Corporation Commission, Docket Nos. RT-00000H-97-0137
and T-00000D-00-0672, (hereafter Garrett Direct Testimony), December 1, 2009; Testimony of Douglas
DuncanMeredith on Behalf of the Arizona Local Exchange Carriers Association, In the Matter of the Review
and Possible Revision of Arizona Universal ServiceFund Rules, Article 12 of the Arizona Administrative Code
and In the Matter of the Investigation of the Cost of Telecommunications Access, Before the Arizona
Corporation Commission, Docket Nos. RT-000001-I-97-0137 and T-00000D-00-0672, (hereafter Meredith
Direct Testimony), December 1, 2009, Direct Testimony of Lisa Hensley Eckert on Behalf of Qwest
Corporation and Qwest Communications Company, LLC, In the Matter of the Review and Possible ReviSion of
Arizona Universal Service Fund Rules, Article 12 of the Arizona Administrative Code and In the Matter of the
Investigation of the Cost of Telecommunications Aecess,Before the Arizona Corporation Commission, Docket
Nos. RT-00000H-97-0137 and T-00000D-00-0672, (hereafter Eckert Direct Testimony), December 1, 2009
Direct Testimony of Don Price on Beef of Verizon, In the Matter of the Review and Possible ReviSion of
Arizona Universal Service Fund Rules, Article 12 of the Arizona Administrative Code and In the Matter of the
Investigation of the Cost of Telecommunications Aceess, Before the Arizona Corporation Commission, Docket
Nos. RT-00000H-97-0137 and T-00000D-00-0672, (hereafter Price Direct Testimony), December l, 2009
Testimony of Ben Johnson, Ph.D. on Behalf ofthe State of Arizona Residential Utility Consumer Office, In the
Matter of the Review and Possible Revision of Arizona Universal Service Fund Rules, Article 12 of the Arizona
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Q~ DO YOU HAVE ANY COMMENTS ABOUT THE DIRECT TESTIMONY
OVERALL IN THIS CASE?

A. Yes. In the Telecommunications Act of 1996 ("TA96"), Congress established a new

paradigm for the communications industry in which markets were opened so as to bring

the benefits of competition to consumers. As part of that new paradigm, implicit

subsidies were to be eliminated or replaced with explicit subsidies." Congress recognized

that for competition to fiction effectively and enhance economic efficiency and

consumer welfare, the old system of cross-subsidies &om some providers to other

providers could not and should not be perpetuated

Now, over 14 years since the passage of TA96, the communications industry has in fact

undergone a sea-change as competition has developed in ways perhaps not even imagined

in 1996. Competition is iimdamentally intennodal, technological innovation has

Administrative Code and In the Matter of the Investigation of the Cost of Telecommunications Access,Before
the Arizona Corporation Commission, Docket Nos. RT-00000H-97-0137 and T-00000D-00-0672, (hereafter
Johnson Direct Testimony), January 6, 2010; Direct Testimony of Wilfred Shard, Public Utilities Analyst
Manager, Utilities Division, Arizona Corporation Commission, In the Matter of the Review and Possible
Revision of Arizona Universal Service Fund Rules, Article 12 of the Arizona Administrative Code and In the
Matter of the Investigation of the Cost of Telecommunications Access, Before the Arizona Corporation
Commission, Docket Nos. RT-00000H-97-0137 and T-00000D-00-0672, Giereaiier Shana Direct Testimony)
January 8, 2010
Telecommunications Act of 1996, § 254(e). See also, Order on Remand and Report and Order and Further
Notice of Proposed Rulemaking, In the Matter of High-Cost Universal Service Support and Federal-State Joint
Board on Universal Service et al., Before the Federal Communications Commission, WC Docket No. 05-337
andCC Docket 96-45 et al.,FCC 08-262, (released November 5, 2008), (hereafter2008 NPRM),Appendix A, 11



Arizona Corporation Commission
Docket No. RT-00000H-97-0137

Docket No. T-00000D-00-0672
Reply Testimony of Dr. Debra J. Aron

broadened our concepts of communications, and every-day comrmmications vastly

transcend traditional concepts of voice telephony

Remaining among the last vestiges of the pre-1996 marketplace, however, are the very

stubborn remnants of the legacy access system, which favors some technologies over

other technologies, and forces some consumers to subsidize other consumers not on the

basis of need or equity, but on the basis of which technology they choose for their

communications needs

This proceeding is about effecting 1ong»overdue policy change in Arizona toharmonize

intrastate access policy with the goals of the Telecommunications Act and with the

realities of technological change and competition, by taking a measured step toward

relieving Arizona consumers and the Arizona communications marketplace lion the

harmful impact of inflated intrastate switched access charges. The decision die

Commission makes in this proceeding will affect all communications providers in

Arizona, whether they are participating in this proceeding or not. Rather than protect the

interests of any carriers in this proceeding or seek to balance the interests of any of the

parties, I encourage the Commission to look beyond the carriers' interests to the

objectives and directives of the Telecommunications Act and to the overriding goals of

consumer welfare andeconomic efficiency. The current system of distorted access rates
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is unstable. inefficient mum Lu wrnpetition, handful to efficiency, and, therefore

harmihl to consumers. Indeed, at this point, it is even harmful to the carriers that it was

originally intended to support

The arguments made by the CLECs to protect their current immunity firm access rate

reductions and by Qwest to protect its excessive intrastate access rates in Arizona are

simply unavailing or incorrect. All LECs have market power with respect to switched

access service. It is proper public policy to regulate those prices, and a reasonable level at

which to regulate them is the one that has been in effect for nearly a decade in the

interstate jurisdiction for the same carriers for the same functionality as intrastate access

Any higher level is simply a monopoly markup imposed by local exchange companies on

long distance carriers and their customers

ALECA's arguments, although largely correct in principle, are made in support of a

proposal that is inadequate to address the problems it articulates, or to achieve the goals it

identifies. Indeed ALECA is well aware that its proposal would not address significant

arbitrage issues, because it explained as much in its white paper and discovery responses

issued before the direct testimony. Staff similarly articulates the right principles but seeks

to address them widl an inadequate solution
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Access refonn requires regulatory conviction, because it requires regulators Te eenirerlt

the magnitude of the implicit subsidies that have been embedded in the current intrastate

access rates and find an explicit source of revenues to replace them, either through retail

rate increases or universal service support. The fact dirt the amount of implicit subsidies

embedded in current intrastate access rates is (according to ALECA) material in Arizona

is not a justification for shying away firm attacking the problem in earnest, however; On

the contrary, the greater the amount of implicit subsidy in a system, Me more harmful it is

to efficiency and competition, and the more urgent it is that it be corrected. I encourage

this Commission to engage the issues in this proceeding by looking beyond the rhetoric

and embracing the facts and analysis. They lead to the conclusion that meaningiizl

comprehensive access reform that reduces the rates of all ILE Cs to their interstate levels

and caps all CLECs' rates at the ILE Cs' levels, is a reasonable step toward long-overdue

compliance with the directives and goals of TA96; is consistent with sound public policy

and economic principles, can be achieved without undue rate shock to consumers, is in

the public interest, and, indeed, is necessary
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Response to the Direct Testimonv of Mr. Douglas Den rev on BehM of Joint CLECs

2 Q DO YOU HAVE ANY GENERAL OBSERVATIONS ABOUT THE JOINT
CLECS' TESTIMONY?

Yes. The Joint CLECs currently are the recipients of a monopoly markup imposed on

IXCs (and IXCs' customers) via the CLECs' excessive intrastate access rates, which are

protected by the imprimahu of the regulator, and sustained by their market power over

switched access to their customers. Reducing this markup would impose a greater

requirement for each CLEC to ham its revenues from its own customers by competing

effectively in the marketplace a prospect that is decidedly less attractive and more

burdensome to CLECs than being allowed to continue collecting a monopoly stream of

income. The accusatory and inflammatory tone of the Joint CLECs' testimony is not

surprising when viewed in that context, but the content of their testimony cannot gain

validity by virtue of the invective with which it is stated. In fact, I will explain that the

joint CLECs' arguments are factually incorrect, economically incorrect, irrelevant, and/or

entirely unsupported, and 'm some cases have long been discredited. Specifically

The Joint CLECs' accusations of hypocrisy by AT&T are backward--in fact, unlike
the joint CLECs and other parties in this proceeding, AT&T is proposing to take the
same medicine it has prescribed for others. AT&T's proposal is to reduce all LEC
access rates to interstate rates, including its own

The Joint CLECs' claim dirt regulating their access rates would be "radical" and
counter to recent trends tending toward less regulation is unfounded. The purpose of
access reform is to unwind the effects of legacy regulation and reduce regulatory
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effectively in retail markets. To this end, CLECs' rates for the identical functionality
as intrastate switched access have been regulated for years in the federal (interstate
switched access) and state (local call termination) arenas and, in the last decade, more
and more states are regulating intrastate switched access as well. CLECs' interstate
access rates, which are rates for the same functionality as intrastate access, have been
capped at ILE Cs' rates by the FCC since 2001, and AT&T proposes only to cap
CLECs' intrastate rates at the same level. CLECs' reciprocal compensation rates for
local call termination, which is also the same functionality as interstate and intrastate
switched access, are regulated by the Arizona Commission, at far lower rates still

• The Joint CLECs' claim that the conditions that led the FCC to cap CLEC access
rates in 2001 no longer apply is incorrect. The FCC recognized that CLECs have
market power with respect to switched access service. They still have that market
power,  notwi thstanding the competi t ive nature of  the retai l  local  exchange
marketplace, because no amount of competition in the retail market renders switched
access a competitive service. The fact that CLECs' intrastate access rates exceed
those of the ILE Cs is evidence of that market power. The FCC has reiterated its
conclusions since its initial decision capping CLEC rates and each order or proposed
order since that time incorporates caps on CLEC rates that are equal to or lower than
the current caps

The Joint CLECs' cries of poverty vis 8 vis the other carriers in this proceeding are
unavailing, particularly in light of the fact that the amount of access revenues that
would be forgone to the CLECs due to AT&T's proposed access reform in AriZona
would constitute less than one tenth of one percent of their total annual revenues from
their global operations, according to their own revenue figures provided in their
testirnonv

•

The Joint CLECs' comments regarding special access margins are entirely irrelevant
to this proceeding, which is not about intrastate special access rates in Arizona, let
alone interstate special access rates in Arizona and other states

The Joint CLECs' laundry list of reasons that their costs would be higher than those
of the ILE Cs are not dispositive of any conclusion that their costs are actually higher
In fact, the Joint CLECs have not persuaded any state commission or the FCC that
their costs exceed those of the ILEC with whom they compete

CLECs' attempts to postpone access reform and delay its implementation (for them)
through a variety of proposals ignore the fact that CLECs have enjoyed eight years in
Arizona in which they have not been subject to the partial reform imposed on Qwest's
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tristate d ignore the fact that CLECs have lcnown or snout nave Known
since 1996 that their 'intrastate access rates were subject to reductions by regulators
Indeed, CLECs have advised their investors of this risk since at least 1997. If they
have not modified their businessmodels 'm anticipation of this event it is not the fault
of Arizona consumers, who should not be made to wait even longer for the benefits of
access reform

The CLECs' attempts to inflate die cost of switched access that should be imposed on
IXCs by claiming that IXCs are cost-causers of the costs of the loop is no more valid
than asserting that IXCs are cost-causers of the cost of a telephone handset--and that
1XCs should therefore subsidize handset manufacturers. The CLECs' argument is
incorrect and the FCC and economists have long rejected it

DO YOU HAVE ANY OVERARCHING COMMENTS ABOUT THE CLECS
DISCOVERY MATERIALS?

Yes. Since Blind my Direct Testimony I have become aware that the average composite

access rates provided in discovery by tw Telecom were based on calculations performed

by tw Telecom Mat I believe are erroneous, and which resulted in tw Telecom understating

its average intrastate and interstate access rates by about half Tw Telecom calculated its

average composite intrastate access rate by dividing its intrastate access revenues not by

local switching minutes, as Qwest did and as is common, but by the sum of local

switching plus tandem switching minutes.'* Dividing the access revenues by local

switching minutes puts the rate on a called-m'1nute-of-use basis. Tw telecom's approach

which I have never seen used before, has no clear interpretation or meaning. The

See tw Telecom Response to Staff Data Request STF 1.1
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resultm5 1at€ camelot be compared *" Nor because 'he rates act calculated on

the same basis

Alter identifying this error I further researched the rates reported by the LECs. I was able

to nearly replicate Qwest's rates using the most recently available ARMIS data. ALECA

and the CLECs other than tw Telecom did not report sufficient details of their data and

their calculations in discovery for me to verify whether or not their calculations are

correct or whether they suffer from the same defect as does tw te1ecorn's.°  I have asked

AT&T to request through the discovery process that the other CLECs prov ide the

necessary additional information underlying their reported average access rates

The figures that I reported in Table 2 of my Direct Testimony were those provided by the

CLECs, without any corrections or modifications. Once discovery is received from the

CLECs Twill be able to examine them and if my concerns are verified by the data I will

provide a revised version of Table 2 in the Rejoinder round of testimony

A. Regulating CLEC Intrastate Rates Is Not "Radical

See CLECs' Responses to Staff Data Request STF 1.1 and ALECA's Response to Staff Data Request STP 1. 1

10
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1 Q MR. DENNEY ASKS 111114 commlsslon TO "BE CAUTIOUS OF TAKING
THE RADICAL STEP OF PRICE REGULATING oleos."' IS REGULATING
ACCESS RATES RADICAL?

No, it is not. In fact, CLECs' interstate access rates have been regulated for years by the

FCC, as I noted in my Direct Testimony, and CLECs have intrastate access rate tariffs on

file and subject to Commission jurisdiction. Moreover, AT&T's proposed rates are not

novel for die CLECs: they are the same rates that CLECs are already required by the

FCC to charge, and are presumably already charging, for interstate access. By setting

intrastate rates at interstate levels, the Commission will only be conforming the intrastate

rate to the already-required interstate limit for CLECs

BUT IS IT NOT TRUE THAT TA96. WHICH GAVE BIRTH TO CLECS. WAS
INTENDED TO REDUCE PRICE REGULATION. AND THAT RECENT
TRENDS POINT TOWARD LESS REGULATION AND MORE COMPETITION
AS MR. DENNEY CLAIMS?

This is true with respect to retail 10cd exchange services. It is not true with respect to

switched access services. where the trend has been toward increased rather than decreased

price regulation, because reducing switched access charges decreases the distortions and

burdens imposed on the telecommunications industry from the legacy regulatory structure

of intercarrier transfers that preceded TA96. Requiring CLECs to reduce their excessive

access rates is therefore part of and necessitated by the drive toward less regulation and

Denney Direct Testimony, p. 5

11



Arizona Corporation Commission
Docket No. RT-00000H-97-0137

Docket No. T-00000D-00-0672
Reply Testimony of Dr. Debra J. Aron

mare come*i*if"* because petition on be be fully achieved as xvu5

some carriers using some technologies must pay monopoly markups on access services

while competitorsusing other technologies do not

The trend toward more, rather than less, regulation with respect to switched access is for

good reason-as I explained in my Direct Testimony, both ILE Cs and CLECs possess

market power for both originating and terminating switched access services. The source

of this market power does not derive from any entry barriers or failure of competition in

the local exchange marketplace. Rather, it stems from legal constraints on differential

retail long distance pricing and the institutions idiosyncrasies of the provision of

switched access service

PLEASE EXPLAIN WHY THESE FACTORS CREATE MARKET POWER FOR
CLECS IN TERMINATING ACCESS

When a customer makes a toll call to a particular telephone number, the INC selected by

the olighnaxting caller must deliver the call to the terminating LEC that serves the called

telephone number, regardless of the price that LEC charges for terminating access. The

Denney Direct Testimony, p. 5
The Joint CLECs hint in discovery that they plan to argue that special access provides adequate competition to
switched access so that regulation of switched access rates is unnecessary. See Joint CLECs' First Set of Data
Requests, DR.6. This is Mconect; While special access does provide an alternative to switched access for
customers who have traffic volumes large enough that it is economical to build or purchase a dedicated facility
to bypass the LEC's switch, this alternative cannot provide enough discipline on switched access prices to drive
their to cost~based levels. I provided a fontal proof of this proposition in AT&T Responses to Joint CLECs
First Set of Data Requests, DR.6, which is attached hereto as Exhibit DJA-R1

12
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not have a choice of tenninat... provider. That choice is mad A i w u :

customer receiving the call. However, the INC must recover the costs that it incurs for

switched access expenses in the prices of long distance calls. As long as the INC must

charge the same amount for calls that are terminated to customers of high-access-fee

LECs as it does for calls that are terminated to customers of low-access-fee LECs_ the

LECs have limited incentive to reduce their access fees and limited discipline against

increasing them. Each LEC, by unilaterally increasing its access fees, would have a

diluted effect on the INC's overall average costs that it must recover, and therefore would

have a diluted effect on long distance prices, and a diluted effect on customer usage. This

dilution means that neither the end-user customer placing the call, nor the LEC charging

the access fee, is required to con&ont the full effect of the terminating LEC's price

increase, thereby limiting downward pressure on access prices

To understand why the market does not function effectively to discipline access prices, it

is useful to describe how the market would have to work in order to create pricing

discipline. The way the market would be expected to create pricing discipline in an

access market without any regulatory constraints or logistical Eictions can be most easily

seen with an example

13
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Suppose that LEC A charged 5¢ per minute fu..ennmatmg access and r nr* n

2¢. Now consider an INC's customer, Mr. X, malting a call to a customer of LEC A

LEC A's terminating access price would affect Mr. X's decision about whether to call his

friend, the customer of LEC A lg when he makes the phone call, he receives a real-time

message telling him that (i) the party he is calling is a customer of LEC A; (ii) that LEC

A charges the INC 5¢ a minute for the call; and (iii) that this charge will be billed back to

Mr. X for this call. In that scenario, Mr. X would have the opportunity to decide not to

complete the call (or to shorten the call) and LEC A would lose revenues. 111 addition

Mr. X could communicate to his tiiend that he is reluctant to ed] him because of the high

charges assessed by the £riend's LEC. Mr. X may also ask his friend to call him back, so

that his friend bears the cost of the call himself These factors would put some (if not

perfect) pressure on the customers of LEC A to switch LECs, and therefore some (if not

perfect) pressure on LEC A to decrease its access rates

Under these same. conditions, if Mr. X were to call a customer of LEC B, the message Mr

X would receive would inform him that this call would cost 2¢  a minute for termination

fees (or a usage price that builds in the 2¢ fee),and Mr. X would have less incentive to

terminate or shorer the call than he would when calling customers of LEC A. In

addition, LEC C may have an incentive (again not a perfect incentive) to offer yet lower

access charges in order to appeal to customers who otherwise would find their 'friends

14
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associates. or customers hesitant to call them. Under these conditions. there would be a

mechanism by which LECs with lower terminating rates could attract customers and

those with higher rates could lose customers and minutes, thereby imposing some

pressure on their terminating access rates

5 Q DO THE CONDITIONS YOU HAVE IDENTIFIED THAT WOULD DISCIPLINE
THE PRICE OF TERMINATING ACCESS HOLD IN THE MARKETPLACE
TODAY?

No. First, understand that there are no systems in place that could provide callers with

the necessary information at the start of each toll call. Thus, the INC cannot identify fora

caller the terminating LEC or its access rate at the start of the call. Second, it is my

understanding that even if  systems were developed to enable an INC to pass such

information to callers in an acceptably non-intrusive fashion," IXCs are not permitted to

pass along access charges dif ferentially-that is, IXCs are not permitted to charge

different prices for long distance service depending on the rates charged by the called

party's LEC. As I noted in my Direct Testimony,"' the Telecommunications Act of 1996

requires all IXCs to comply with geographic rate averaging-which applies to both

It is also necessary for the functioning of this market mechanism that the real-time information system not be
unacceptably intrusive Bam the perspective of customers, because if the pricing information were materially
intrusive into the process of nnaldng a call, it would be practically infeasible for IXCs to charge the access rates
back to their customers even if they are legally able to. Some or all customers would insist on forgoing the
information (and the differentiated pricing), perpetuating the situation in which LECs can exert market power in
snatched access because customers would not have adequate pricing information to make informed, price
responsive decisions
Aron Direct Testimony, pp. 86-87
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tristate and Interstate toll sex vi and the FCC has instituted geography. Luau

averaging policy that precludes IXCs from charging consumers different prices based

upon the called or calling party's sewing LEC

These facts defeat the market's ability to impose competitive discipline on terminating

access prices

DOES THE FCC AGREE WITH THIS ANALYSIS?

Yes. As articulated by the FCC

[I]t appears that the CLECs' ability to impose excessive access charges is
attributable to two separate factors. First, although the end user chooses
her access provider, she does not pay that provider's access charges
Rather, the access charges are paid by the ca.l1er's INC, which has little
practical means of affecting the caller's choice of access provider (and
even less opportunity to affect the called party's choice of provider) and
thus cannot easily avoid the expensive ones. Second, the Commission has
interpreted section 254(g) to require IXCs geographically to average their
rates and thereby to spread the cost of both originating and terminating
access over all their end users. Consequently, IXCs have little or no ability
to create incentives tor their customers to choose cygnus wltn low access
charges. Since the IXCs are effectively unable either to pass through
access charges to their end users or to create other incentives for end users
to choose LECs with low access rates, the party causing the costs -- the end
user that chooses the high-priced LEC - has no incentive to minimize

Report and Order, Policy and Rules Concerning the Interstate, Interexchange Marketplace and Implementation
f Section 254(g) of the Communications Act of 1934, as amended, Before the Federal Communications

Commission,CC Docket No.96-61, FCC 96-331, (releasedAugust 7, 1996),119
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costs Accor gay, CLECs can impose high access Ra.-. without ereatin
the iNcentive for the end user to shop for a lower-priced access provider

3 Q DO CLECS HAVE MARKET POWER IN TERMINATING ACCESS EVEN IF
THE CUSTOMER BEING CALLED HAS MORE THAN ONE TELEPHONE
PROVIDER?

Yes. Even when the called party has multiple phone lines (such as wireline and wireless

for example) and the caller can therefore choose between different providers to terminate

the call (for example, the caller may be able to choose to call the other party on her

mobile phone or wireline phone), the terminating provider retains market power. This is

because the INC must terminate the call to the telephone number called, even if the called

party has other telephone numbers using other providers. The INC does not have the

opportunity to choose which of the customer's telephone providers to whom to terminate

the call, and the calling customer does not have the incentive to choose the one with the

lowest terminating access fees, for the same reasons I have already discussed

15 Q DOES THE FCC AGREE WITH THIS ANALYSIS AS WELL?

Yes. As the FCC observed in 2005

SeventhReport and Order and Further Notice of Proposed Rulemaking,In the Matter of Access Charge Reform
and Reform of Access Charges Imposed by Competitive Local Exchange Carriers, Before the Federal
Communications Commission, CC Docket No. 96-262, FCC 01-146, (released April 27, 2001), (hereafter CLEC
Access Charge Reform Order), 1]31. See,also, Notice of Proposed Rulennakling,In the Matter of Developing a

Used Intercarrier Compensation Regime,Before the Federal Communications Commission, CC Docket No
01-92, FCC 01-132, (released April 27, 2001), 1114
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Exacerbating the issue of inefficient rates is the problem of terminating
access monopolies. Even when an end user takes service from two
providers, e.g, wireless and wireline, the originating carrier must deliver
the call to the terminating carrier with the telephone number dialed by the
calling party. Other carriers seeking to deliver calls to that end user have
no choice but to purchase terminating access from the called party's LEC
OrigiNating carriers g~ ~erally have little practical means of affecting the
called party's choice of access provider, and the called party's LEC may
take advantage of the situation by charging excessive terminating rates to a
competing LEC

HOW DO CLECS HAVE MARKET POWER IN ORIGINATING ACCESS?

With respect to originating access, the market power is again not a result of entry barriers

or any failure of competition in the local exchange marketplace, but a result of legal

constraints on differential pricing and the institutional facts of the marketplace. To

discipline prices for originatingaccess, and again considering my same example, the INC

would have to charge a different price for long distance calls if its customer subscribes to

LEC A than if he subscribes to LEC B

Hence, eonfionting Luc so r customer with the relevant price signals wuulu require

that the INC could charge different rates to customers purely on the basis of the LEC to

which they subscribe, a form of differential pricing that I understand is also not permitted

by the same rate averaging rules I referenced earlier. As long as such differential pricing

Further Notice of Proposed Rulemaking, In the Matter of Developing a Unu'ied In terearrier Compensation
Regime,Before the Federal Communications Commission, CC Docket No. 01-92, FCC 05-33, (released March
3, 2005), (hereafter Intercam'er Compensation Reform FNPRM), 1[24
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is not \JO nu. Luau latices. custom......, Lxuvv Inv .incentive to choose the.. 1.41./\4 URL

basis of the originating access fee that the LEC charges to IXCs, and the ability of the

market  to d iscip l ine or ig inat ing access fees is impeded

MR. DENNEY ARGUES THAT DESPITE
REGULATE CLECS' INTERSTATE ACCE
LONGER WARRANTED BECAUSE
TELECOMMUNICATIONS INDUSTRY
PREDICATED ITS CONCLUSIONS
CHARACTERIZED THE FCC'S VIEWS?

THE FCC'S 2001 DECISION TO
ss RATES.  A RATE CAP IS NO

OF CHANGES IN THE
UPON WHICH THE FCC

HAS HE ACCURATELY

No. Time FCC's analysis of the market for switched access services is consistent with the

one I  have art iculated here,  and,  as I  quoted earl ier,  the FCC rei terated i ts conclusion that

t e rm i na t i ng access i s  a  m o n o p o l y  a t  l e a s t a s  v e c e m l y  a s  2 0 0 5 ,  i n  i t s  I n t e r c a r r i e r

C o m p e n s a t i o n  R e f o r m  F N P R M . "  M r .  D e n n e y  a r g u e s  t h a t i n t h e  2 0 0 1  C L E C  A c c e s s

Reform Order, the FCC identified two market "developments" that would "make

exchange access  (o r  sw i t ched access)  marke t s  compet i t i ve , " ' °  and  he  a rgues  t ha t  t hese

deve lopments"  have  now come t o  pass ." In fact, the FCC did not indicate in the 2001

Denney Direct Testimony, pp. 35-39
See, for example,Intercarrier Compensation Reform FNPRAL 11 24. Regarding originating access, the FCC has
not indicated any retreat firm its 2001 conclusion that originating access is a monopoly service (See, CLEC
Access Charge Reform Order, 11 29), and as recently as 2008 then-chairman Martin proposed eliminating
originating access charges entirely. See, 2008 NPRM AppendNc A, 1]229
Denney Direct Testimony, pp. 37-38
These preconditions are (1) marketing alliances between IXCs and LECs, and (2) INC entry into local exchange
markets. Mr. Denney cites to ILEC deployment of toll services, once they had received Section 271 approval
Boy the FCC, and the "mergers between major IXCs (and CLECs) and ILE Cs" as evidence that these
preconditions have now been met, and concludes that these developments "rebut any suggestion that CLECs
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CLEC Access Reform Qrder. or i n 41194 ULLIAJL vs. vv 1.u.v1 '11 aware that these or any

other "market developments," if  they came to pass, would make the access market

competitive, on the contrary, the FCC found in the same order that CLECs' ability to

impose excessive access charges "is attributable to" two specific factors: the fact that

access charges are paid by the INC, which has "little pxacticad means of affecting the

caller's choice of access provider," and regulatory restrictions on rate deaveraging,"' i.e

the very same factors I discussed above and which still exist today

The FCC's subsequent discussions regarding market power for switched access services

have continued to focus on the same two factors that it identified in 2001 (and that I

identified as the source of CLECs' market power regarding switched access) and have

reiterated the FCC's conclusions that terminating access is a monopoly service. Indeed

although Mr. Denney makes much of the fact that in the CLEC Access Reform Order the

FCC characterized i ts decision to regulate CLECs' interstate access rates as a

transitional" measure, the fact is that the FCC continues to cap CLECs' interstatew

switched access rates, and the FCC's most recent proposal to reform interstate switched

mignon exercise market power and prevent  IXCs f rom entering the market" See, Denney Direct  Test imony,  pp

CLEC Access Charge Reform Order, 1]31
Denney Direct Test imony, pp, 35-36
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access fees in 2008 seeks to implement even more restrictive measures on how ILE Cs and

CLECs pn'ce interstate access

3 Q HAVE STATE COMMISSIONS EVEN MORE RECENTLY REACHED THE
CONCLUSION THAT CLECS POSSESS MARKET POWER IN THE
PROVISION OF SWITCHED ACCESS THAT MERITS CONSTRAINTS ON
THEIR INTRASTATE ACCESS RATES?

Yes. For example, last year in Massachusetts CLECs made the same arguments as Mr

Denney is putting forward here. The Massachusetts commission rejected them and, as I

explain later, ordered CLECs' rates to be capped at the rates of the major ILEC, Verizon

According to the Massachusetts Department of Telecolmmmications and Cable

Evidence strongly shows that CLECs have market power in prov iding
intrastate switched access service. The unique market characteristics of
switched access make it v irtually impossible for competition to exist
These same conditions prompted the FCC to cap CLEC rates for interstate
switched access in 2001

Given the clear structural failure of the access market with regard to
terminating charges, the Department finds that the lack of competitive
forces has given CLECs market power. The Department similarly finds

2008 NPRM, Appendix A, 'IHI 186-206
Final Order, In the Matter of Petition of Verizon New England, Inc., MCImetro Access Transmission Services of
Massachusetts. Inc.. d/b/a Verizon Access Transmission Services. MCI Communications Services. Inc.. d/b/a
Verizon Business Services, Bell Atlantie Communications, Inc., d/b/a Verizon Long Distance, and Verizon
Select Services, Inc. for Investigation under Chapter 159, Section 14, of the Intrastate Access Rates of
Competitive Local Exchange Carriers, Before the Commonwealth of Massachusetts Department of
Telecommunications and Cable, D.T.C 07-9, (hereafter 2009Massachusetts Order),June 22, 2009, p. 9
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that in the originating market, the failure of existing com etitive tbrces to
discipline rates results in CLECs having market power. The presence of
market power overcomes the presumption that CLEC rates are just and
reasonable when determined by market forces

Similarly, in January of 2010, the New Jersey Board reached similar conclusions. The

Board found that

[S]witched access service is a monopoly because there is no ability for an
INC or its customers to avoid excessive access charges. The Board
concurs with Sprint's argument that LECs have a monopoly over access to
their end users, which has permitted a situation where CLECs have
charged access rates well above die rates that ILE Cs charge for similar
services

[T]here is no material difference in the functionalities used to provide
interstate and intrastate switched access and, as a result, any disparities in
the Intrastate and Interstate Access Rates should be el iminated
Additionally, the CLECs and ILE Cs in New Jersey have been charging
interstate rates and using interstate rate structures for all interstate calls in
New Jersev since the FCC issued its CLEC Rate Can Order [Tlhe
FCC's approach has been successful and the FCC has not since changed
its approach to the pricing of Interstate Access Rates [T]here is no
evidence that interstate access rates capped by the FCC eight years ago
have caused any CLEC to exit the market

2009 Massachusetts Order,p. 17. (Citations omitted.)
Order, In the Matter of the Board 's Investigation and Review of Local Exchange Carrier Intrastate Exchange
Access Rates,Before the State of New JerseyBoard of Public Utilities, Docket No. TX 08090830, February 1
2010, (hereafter2010 New Jersey Order), p. 27
2010 New Jersey Order, p. 27. (Citations omitted.)
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BG THE ACTUAL ACCESS PRICES CHAR
DISCIPLINED BY THE MARKET?

BY CLECS APPEAR

No. According to the Joint CLEC rates computed in Mr. Denney's own testimony, the

average intrastate access rate Joint CLECs change for switched access in Arizona is well

over double the averageintrastate access rate charged by Qwest

Moreover, Mr. Dealney's assertion that CLEC rates were not reduced. airer Qwest's

reductions because "there was no reason" to'° is an admission of CLECs' market power

If a CLEC competed with the ILEC in the provision of a particular service, there would

be downward pressure on its price if the ILEC lowered its own price. If the CLEC has no

market power, its prices for switched access service would not be expected to exceed the

ALEC's rate in its geographic area even of it has higher costs, because customers would

not choose to purchase a comparable service at a higher price if they had a choice. The

fact that CLECs have sustained higher prices than Qwest and felt "no reason

(in M* Denney .4¢~\ in r nenn 1f\11 rncd a Ina ear 111 cu11~n¢:lo1 n
Vt  van. Q 1\J vv nu. U ' v u o 1 u l v u

switched access rates is because Qwest's intrastate switched access service does not

compete with the CLECs' switched access services and vice versa--i.e., the CLECs

possess market power with respect to switched access service

Denney Direet Testimony, Table 1, p. 19. Using Mr. Denney's methodology, Qwest's average rate based on its
current intrastate tariffed rates is $0.018192, compared to an average of $0.042525 for Joint CLECs (average of
terminating and originating rates)
Denney Direct Testimony,p. 20
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B. CLECs' Access Rates Should Not Be Exempted from Regulation

MR. DENNEY ASSERTS THAT "NO PARTY HAS DEMONSTRATED THAT
CLEC ACCESS RATES ARE UNJUST OR UNREASONABLE IS THAT
TRUE?

No, it is not. Mr. Denney made his statement before he had seen any of die testimony

evidence submitted in this proceeding, so his statement was a bit premature, at best. In

fact, I demonstrated in my Direct Testimony that CLECs' intrastate switched access rates

are excessive, above Qwest's intrastate rates, and above the rates they themselves charge

for the same functionality in Arizona 'm the interstate jurisdiction." Joint CLECs

intrastate rates are also above the rates they themselves charge for the same

functionality-intrastate switched access in other, neighboring, states, as exemplified in

Figure I below." I also explained in my Direct Testimony and elaborated here that

CLECs possess market power with respect to switched access services. As long as

CLECs have market power in the provision of access services, and their rates are

demonsmbly above of the ILE Cs with wu.u1'I1 they compete, their rates are not just

and reasonable firm an economic standpoint, and intervention by the Commission is

appropriate

Denney Direct Testimony, p. 18
AronDirect Testimony,p. 10, Figure 1 and p. 39, Table 2
In Figure 1, I have compared the tariffed Carrier Common Line charge and Local Switching rates in a number of
states where Joint CLECs operate. These two elements usually represent the largest pardon of access expenses
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MR. DENNEY PROVIDES A LAUNDRY LIST GF REASGNS THAT CLECS
COSTS WOULD BE HIGHER THAN ILECS' COSTS HAS HE
DEMONSTRATED THAT CLECS' COSTS ARE IN FACT HIGHER THAN
ILECS' COSTS?

No. Whatever the merits of his observations regarding CLECs' costs, they do not add up

to a demonstration that the costs of any CLEC are in fact higher than the costs of any

ILEC. " One could list a dozen reasons that water should can'y a higher price than

diamonds-water is necessary for life and diamonds are not, water is consumed by every

person every day, diamonds are not, water has a large variety of uses, diamonds have

limited uses, and so forth. While all of these observations are true, they do not add up to

a proof that water will (or should) in fact carry a higher price than diamonds. kxdeed,

they leave out a critical element that would tend to weigh in the other direction; in this

case, dlat diamonds are far more scarce than is water. It turns out that in the marketplace

the scarcity factor outweighs all the others and water is far cheaper per ounce than are

Man-an f1fvar\f 'fuctfwrnnu
v 9 re

In fact, as a purely economic matter, even if CLECs' costs were higher than those of the ILEC, a competitive
market would not permit CLECs to charge a higher price than that of the ILEC. Competitive markets do not
permit entrants to charge higher prices than those of incumbents simply because (or if) the entrants happen to
have higher costs. Such prices would not be viable in a competitive market because for a comparable product
consumers who have a choice would not choose to purchase from a higher-priced provider when they could
choose a lower priced one instead. As a general matter, in any industry, entrants who must charge a higher
(quality adjusted) price than that of the incumbent in order to cover costs would not survive in a competitive
market because customers would not pay the higher price. To compete effectively against an incumbent
competitors with costs that are comparable to the incumbent's must offer at least as good a product, and those
with only a comparable product must have comparable or lower costs. Investors in competitors who are
working their way through the learning curve or building up scale economies must be Milling and able to finance
their early years of potential competitive losses while pricing at or below the incumbents' prices. Alternatively
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diamonds. Similarly, Mr. Denney's list of factors that would make CLECs' costs higher

than ILE Cs' costs excludes, for example, the countervailing facts that CLECs are not

burdened with legacy technologies and legacy network architectures, and that CLECs can

choose the specific geographic areas in which to build and serve, can serve other areas

without building a network (via resale, for example), or can choose not to serve some

areas at all. Whether any CLEC's costs are actually higher than any ALEC's costs, or vice

versa, is an empirical question that cannot be demonstrated by listing some factors that

would tend to weigh in one direction, rather, it would have to be demonstrated by actually

measuring costs

10 Q MR. DENNEY ARGUES THAT CLECS HAVE A DIFFERENT NETWORK
ARCHITECTURE AND GENERATE "MORE TRAFFIC SENSITIVE COSTS TO
RECOVER VIA THEIR SWITCHED ACCESS RATES COMPARED TO
1LEcs."°° DOES THE FACT THAT CLECS CHOSE A DIFFERENT NETWORK
ARCHITECTURE FROM ILECS IMPLY THAT CLECS' COSTS ARE
HIGHER?

No. CLECs configured their networks differently from ILE Cs presumably because the

chosen architecture is more efficient. not less efficient. than the ILE Cs' architecture

given the scale and location of each CLEC's footprint. That more efficient architecture

competitors with higher costs, as the Joint CLECs purport to have, would have to justify higher retail prices with
a better retail product or service
In fact, in some states CLECs are permitted to demonstrate that their costs are higher than the ILE Cs' costs of
providing switched access in order to exceed the ALEC's intrastate access rates. AT&T asked in discovery
whether the Joint CLECs have ever made a cost showing that permitted them to cage access rates based on
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might involve tradeoffs between the costs of itterent component f the network. As an

analogy, a car owner may choose to purchase more expensive tires if the better tires are

expected to improve gas mileage by enough to outweigh the additional costs of the tires

The fact that this car owner purchased more expensive tires doesnot mean that the most of

driving her car is higher Alan those of her neighbor who spent less on tires-rather, a

comparison would require a full analysis of what land of car her neighbor owns, what

grade of gasoline it tdces, and numerous other factors. Similarly, whatever the tradeoffs

faced by the CLECs between tmfdc sensitive and non traffic sensitive elements of their

network configurations, each CLEC rat ional l y  would hav e chosen i ts network

configuration because any other one, including that of the ILE Cs, would have resulted in

higher costs overal l  for that CLEC given i ts geographic footprint and customer

characteristics

13 Q IS IT "CONFISCATORY" OR "HARMFUL [TO] LOCAL COMPETITION" TO
REGULATE CLECS'  SWITCHED ACCESS RATES.  AS MR.  DENNEY
CLAIMS?

No. Where markets are competit ive,  the market is far  better  at  picking winners and

losers, allocating resources, and setting prices, than is regulation. CLECs face significant

competition for retail local exchange services in Arizona, and it is appropriate to impose

their costs. In their responses, the Joint CLECs did not identify any such instances.
Responses to AT&T Discovery Request No. ATT 1-12
Denney Direct Testimony,pp. 29-30

See Joint CLECs
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minimal r~ ~trictions on CLECs' retail prices. These cornpedtive forces do not translate to

effective competition for switched access services in light of the other regulatory

constraints and institutional facts of the market, however. and therefore it is consistent

with sound, welfare-enhancing public policy principles to constrain the CLECs' market

power over access services using rate caps on intrastate access prices. Doing so is not

confiscatory and would advance,not harm, competition

7 Q MR. DENNEY ARGUES THAT RBOCS' INTERSTATE RATES ARE NOT AN
APPROPRIATE TARGET FOR CLEC RATES BECAUSE CURRENT
INTERSTATE RATES WERE SET WITHOUT CLEC INPUT IS THAT

No. Qwest's current interstate access rates were set in the CALLS proceeding in 2000, as

I explained in my Direct Testimony. While CLECs were not part of the negotiations that

led to Qwest's rates, CLECs did participate in the proceeding that led to the adoption of

the rates that were negotiated, and dry supported the rates that were ultimately set

Specifically, the Association for Local Telecommunications Services ("ALTS"), a

coalition of CLECs, and another Joint CLEC member, tw Telecom (then, Time Warner

Telecom), proposed reducing ILE Cs' interstate access rates to the same target rates as the

rates proposed by CALLS consortium, just more slowly." Joint CLEC members XO

Denney Direct Testimony, pp. 33-35
Denney Direct Testimony, p.30
Sixth Report and Order 'm CC Docket Nos. 96-262 and 94-1, Report And Order in CC Docket No. 99-249
Eleventh Report and Order in CC Docket No. 96~45, In the Matter of Access Charge Reform and Price Cap
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PAETEC. and tw Telecom were ALTS members at t time ALTS filed its cornmenm

and to Telecom (Time Warner Telecom) additionally filed separate comments

SHOULD THE COMMISSION BE CONCERNED THAT THE CURRENT ILEC
RATES SET IN THE CALLS PROCEEDING WERE "ARBITRARY" AND WITH
"NO SOLID COST FOUNDATION." AS MR. DENNEY SUGGESTS?

No. First of all, the FCC did in fact consider cost studies in adopting the CALLS rates

and it explained that one of the reasons it considered the CALLS rates to be just and

reasonable was that they were within the range of estimated economic costs of snatched

access that were in cost studies presented to the Commission." Second, AT&T does not

seek to lower intrastate rates all the way to ILE Cs' costs of providing switched access

service at this time, but rather to adopt a more modest reduction to interstate rates

MR. DENNEY ARGUES THAT SWITCHED ACCESS RATES SHOULD
REFLECT COMPANY-SPECIFIC COSTS BECAUSE "IT IS STANDARD
PRACTICE TO SET REGULATED RATES FOR WHOLESALE SERVICES

Performance Review for Local Exehange Carriers et al.,Before theFederal Communications Commission, CC
DoCket Nos. 96-262 and 94-1 ct al., FCC 00-193, (released May 31, 2000), (hereafter FCC CALLS Order), 'll
178. See also. Joint Comments of the Association for Local Telecommunications Services and Time Warner
Telecom, In the Matter of Access Charge Reform and Price Cap Performance Review for Local Exchange
Carriers et al.,Before the Federal CoMmunications Commission, CC Docket Nos. 96-262 and94-let ad., April
3, 2000, p. 18 and Exhibit, and Joint Reply Comments of the Association for Local Telecommunications
Services and Time Warner Telecom, In the Matter of Access Charge Reform and Pn'ce Cap Perjbrmance
Review for Loeal Exchange Carriers et al., Before the FederalCommunications Commission, CC Docket Nos
96-262 and 94-1 et al., And 17, 2000, p. 7
See Joint CLECs' Responses to AT&T Data Request ATT 1-8. Integra states in its Discovery Response that it
does not believe that ELl was a member" of ALTS, but ALTS own list of members as of March 2000 indicates

that Electric Lightwavewas a member at the time. See "ALTS Network Members," at
http://web.archive.org/web/20000301204750/ .dm.orQ&an1e9aboum1m.htm(accessed January 27, 2010)
Denney Direct Testimony,pp. 32-33
FCC CALLS Order, 11176
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{SUCH AS UNBUNDLED NETWGRK ELEMENTS] BASED ON CGMPANY
SPECIFIC COSTS IS IT "STANDARD PRACTICE" THAT REGULATED
RATES FOR WHOLESALE SERVICES PROVIDED BY CLECS BE SET AT
CLECS' COSTS?

No. CLECs are not required to provide unbundled network elements and therefore there

is no "standard practice" by which CLECs' prices for unbundled network elements would

be set. The only wholesale service for which I am aware that a "standard practice" exists

with respect to CLEC rates is interstate switched access. There the standing and

nationwide paradigm is the one ordered by the FCC in which CLECs' interstate switched

access rates are capped by the interstate rates of the ILEC in its service territory

C. Joint CLECs' Proposal to Benchmark CLECs' Intrastate Access Rates at
Qwest's 1999 Level Is Without Merit and Ignores the Joint CLECs' Own
Disclosures to Their Shareholders

PLEASE COMMENT ON JOINT CLECS' PROPOSAL TO USE QWEST'S 1999
INTRASTATE ACCESS RATES AS A "BENCHMARK" IF THE COMMISSION
DECIDES ON A TARGET OTHER THAN COST

This proposal has no logical or economic merit. Mr. Denney's first argument is that the

rates in 1999 were the ones that "would have been considered" when CLECs decided to

enter the market. Whether this is true or not, however, and Mr. Denney provides no

evidence that it is, it does not justify Mr. Denney's proposal. There was never any

implicit or explicit promise by regulators that access rates would remain unchanged, and

Denney Direct Testimony, pp. 39-40
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any CLEC that entered the market on basis of a business plan that required the CLEC

to receive a perpetual, never-changing monopoly revenue stream from access rates is not

a CLEC that regulators should seek to protect. It is not the job of regulators to protect

business plans that are founded on the exploitation of regulatory protections for

monopoly services, rather than on superior efficiencies and superior services. Moreover

any CLEC that entered the market believing that intrastate access rates would not change

would have been irrational, given that access rates were changing in the interstate arena

If CLECs were somehow deluded into thinking that their access rates would never be

regulated or decreased (and they were not, as I demonstrate shortly), they certainly should

have been disabused of that notion by 2001, when CLECs' access rates were capped in

the interstate arena, and in subsequent years as CLECs' intrastate rates were in fact

decreased in numerous other states, as I have already documented. In fact, for the Joint

CLECs dmemselves, their intrastate rates are lower than Qwest's current Arizona intrastate

rates in other by states. including New Mexico and Texas Hnr'11fnnn1'pr'l h o v e  i n

Figure 1

16 Q ACCORDING TO MR. DENNEY. A REDUCTION IN INTRASTATE ACCESS
RATES WILL FORCE CLECS TO CHANGE THEIR BUSINESS PLANS

Denney Direct Testimony,p. 49
See, for example, McLeodUSA Incorporated, Form 10-K, for the fiscal year ended December 31, 1997, p. 23
and Time Warner Telecom Inc. Form 10~K, for the Fiscal year ended December 31, 1999, pp. 20-21
The sum of Qwest's current intrastate local switching and CCL charge is 1.63¢ in Arizona.
Corporation Access Service Price Cap Tariff §§3.8, 6.8.2

See Qwest
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WHICH HAVE BEEN IMPLEMENTED "OVER THE PAST TEN PLUS
yEARs."'°'° IS THIS PLAUSIBLE?

No. Any CLEC that has not accounted in its business plan for the possibility of

reductions in access rates can only be considered irresponsible to its shareholders

CLECs not only should have known but demonstratively have known for at least the last

13 years that access rates are subject to reduction, and should have incorporated this in

their business plans well before now. Publically traded companies in the US are required

by securities regulations to advise their shareholders of all material risks to the business

and they typically provide their shareholders with a long list of possible risks that could

befall their business 'm their aucmmal 10-K Filings with the SEC. The SEC discIosul'es

made by the Joint CLECs since 1997 make clear that ad of the joint CLECs have been

well aware of the exposure of access rates to regulatory reductions since at least that time

and have put investors on notice of possible reductions in switched access rates in both

the interstate and the intrastate jurisdictions throughout the last decade. Table 1,which is

attached as Exhibit DJA-R2, is a sample of such statements from the companies' 10-Ks

In some instances, CLECs have warned their investors that the effect of changes in access

rates is unknown. CLECs have stated in other instances that they do not expect the effect

to be material, that it may also benefit the CLEC's business through lower access

Denney Direct Testimony,p. 5. Mr. Garrett similarly urges the Commission to delay reform efforts, in order to
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expenses; or that business plans reflect a downward trend in access rates 881 cases Rh

CLECs have indicated that they have considered the effects of potential reductions to

access rates and have incorporated that risk into their business judgment and analysis

While the CLECs properly and repeatedly notified their shareholders that they faced

possible access rate reductions and that the effect on their businesses was uncertain (the

standard language associated with such disclosures), the CLECs have not provided any

evidence in this proceeding (or anywhere else to my knowledge) that they actually have

left any state in which interstate or intrastate access rates were in fact reduced over the

last decade. When asked in discovery to provide support for the contention that a policy

to cap CLECs' access rates has curtailed their ability to compete or expand their network

Mr. Denney admitted that he had not performed any analyses to arrive at this conclusion

and the CLECs provided no evidence or examples that they have curtailed any activities

(let alone exited a state) as a result of access rates caps in any state

Hence, the Joint CLECs' suggestion that they are entitled to Qwest's 1999 intrastate

access rates is simply without merit and inconsistent with the reasonable duty of any

public company to its shareholders to have conducted its business over the last decade to

ensure that business models can evolve." See, Garrett Direct Testimony,p. 8. The sameresponse applies
See Joint CLECs' Responses to AT&T Data Request ATT 1-9.b through 1-9.e
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best manage, anticipate, and respond as the business environment and business risks

change and evolve

WHAT IS MR.  DENNEY'S OTHER ARGUMENT IN SUPPORT OF HIS
PROPOSAL THAT CLECS' INTRASTATE ACCESS RATES BE CAPPED.. IF
NOT AT "COST," AT QWEST'S 1999 INTRASTATE RATES?

Mr. Denney argues that the decreases in Qwest's intrastate rates were the result of

revenue neutral settlement agreements entered into by Qwest, and there is no justification

to apply those decreases to CLECs

9 Q is THAT A VALID ARGUMENT?

No, absolutely not. First, the "revenue neutral" decreases in Qwest's intrastate access

rates were offset by increases in retail prices" that had artiiiciadly been held below cost

To the extent that CLECs compete with the ILE Cs, their retail prices compete with the

ILE Cs' retail prices, and an increase in the permitted retail rate that an ILEC can charge

creates more competitive opportunities for CLECs as well. Hence, an increase in the

retail price cap for the ILEC creates the opportunity for CLECs to increase prices as well

or to win more customers from the ILE Cs by maintaining their prices at current levels, or

adopting an intermediate strategy between the two

DenneyDirect Testimony,p. 49
Opinion and Order, In the Matter of Qwest Corporation 's Filing of Renewed Price Regulation Plan and In the
Matter of the Investigation of the Cost of Telecommunications Access, Before the Arizona Corporation
Commission,Docket Nos. T-010518-03-0454 and T-00000D-00-0672, March 23,2006, P-7
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Second. for reasons that I have discussed above and in my Direct Testimony, and as the

FCC has explained as well, as an economic matter CLECs' access rates should be no

greater than those of the ILEC with which they compete. A competitive market would

not permit a competitor with an equivalent service to charge a price that is higher than

that of the incumbent, regardless of die competitor's costs

D. The Cost of the Loop Is Not a Cost of Switched Access nor Properly
Included in the Price of Switched Access

8 Q MR. DENNEY ARGUES THAT LOOP COSTS SHOULD BE INCLUDED IN
SWITCHED ACCESS COSTS BECAUSE IXCS "BENEFIT FROM THE LOCAL
Loop.""' IS THIS A VALID ARGUMENT?

No. If one were to estimate the costs of providing switched access it would be incorrect

to include costs of the local loop. When an INC purchases switched access service, the

functionality provided is call origination or termination. The costs of providing those

functions do not include costs of the loop. The costs of the loop are independent of the

usage on the loop, and, most important, axe dedicated to a particular customer

Therefore, the economically efficient way to recover the costs of the loop is in the font of

a flat rate paid by the customer to whom the loop is dedicated. The fact that long distance

Qwest's Response to Staff Data Request 1.24.c
Denney Direct Testimony, pp. 61-62. Dr. Johnson makes a shuuilar argument. See Johnson Direct Testimony
pp. 16-17
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service "benef1t[s] from the local loop s not alter this result and provides no

justification for a subsidy imposed on long distance providers to support the loop

Such an argument is essentially the same as arguing that, because long distance customers

require the use of a handset (paraphrasing Mr. Denney's logic) in order to place or receive

a long distance call, and such customers "benefit from the use of the handset," that long

distance companies should subsidize the customer's handset. Handset manufacturers

might argue drat long distance companies require the use of the handset to provide their

service, so long distance companies should be required to pay a fee to the handset

manufacturer for every minute of long distance usage to help recover the costs of the

handset. Their argument would be that if long distance companies (and, for the same

reasons, local exchange companies) are not required to pay a fee to handset manufacturers

for every minute of a long distance or, respectively, local call made using that handset

the serviceproviders are getting a tiffie ride--after all, the callcannot be madewithout the

use of the handset and the cost of the handset is a "shared" cost between local and long

distance service. The fallacy in this argument is the same one as the fallacy in the

CLECs' argument regarding the loop: the cost of fhmishing a handset, like the cost of

furnishing a loop, is independent of the usage on the handset, and the ha.ndset is

dedicated to a particular household. The efficient recovery of the cost of time handset is

that the customer pay a Hat (not usage-sensitive) price for it to the company that built the
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handset. Ami use it 8 such or as little service as she likes however much shema

use local or long distance service. There would be no justification for requiring IXCs to

pay a per minute fee to Panasonic or Motorola for the recovery of handset costs based on

how much their customers use the handset for long distance service. The same principles

hold for recovery of the costs of furnishing the loop

6 Q DO ECONOMISTS AGREE WITH YOU THAT LOOP COSTS ARE NOT
ATTRIBUTABLE TO SWITCHED ACCESS SERVICE?

Yes. The debate over dais issue was effectively put to bed well over a decade ago by

renowned regulatory economist Allied Kahn and co-author William SheW

Using the price of telephone cadis to recover access costs that do not in fact
vary as more or fewer calls are made... induces wasteful choices by
customers. It encourages them to order underpriced access lines that they
value less than the incremental costs to society of prow'ding the lines, and
it discourages therm &om making overpriced calls whose value to diem
would have exceeded the incremental cost to society. The same result
would follow if an electric utility were to supply its customers with all the
appliances they wanted at no charge and recovered the costs in the price of
electricity -- wasteful overpurchasing of appliances and underconsumption
of electricity

Alfred E. Kahn and William B. Shew, "Current Issues in Telecomm cations Regulation: Pricing," Yale
Journal on Regulation 4(Spring 1987), p. 202. (Footnotesomitted) See also, David L. Kaserman and John W
Mayo, "Cross-Subsidies in Telecommunications: Roadblocks on the Road to More Intelligent Telephone
Pricing," Yale Journal on Regulation 11 (Winter 1994), p. 125; ("Efficient (and intelligent) telephone pricing
therefore requires a two part tariff A Fixed monthly charge, independent of usage, should recover the feed
costs of providing customer access to the network. A usage based charge for both local and long-distance
services equal to the marginal costs of the respective services would recover usage sensitive costs.")
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1 Q DOES THE FCC AGREE W'ITH YOU THAT LOG? CGSTS ARE NOT
ATTRIBUTABLE TO SWITCHED ACCESS SERVICE?

Yes, the FCC long ago rejected the argument posited by No. Denney. As early as 1982

the FCC established the goal of recovering non-trafiic-sensitive loop costs through flat

rates to end-users

A subscriber who obtains a l ine to a local  dial  switch or a manual
switchboard necessarily obtains access to interstate as well as local
services. The cost of that access has traditionally been described as non
tra$c sensitive because such costs do not vary with usage. A subscriber
who does not use the subscriber line to place or receive calls imposes the
same NTS costs as a subscriber who does use the line. A subscriber who
does not make local calls would normally pay a flat fee for the exchange
portion of such costs. Imposing a flat charge for the interstate portion of
those costs is equally reasonable. Any other procedure violates the general
principle that costs should be recovered from the cost-causative ratepayer
whenever it is possible to do so

E. Mr. Denney's Appeal to Ad Hominem Assertions of "Hypocrisy" and
Insincerity" Are Incorrect and Reflect a Misunderstanding of the Economics

of the Situation

Third Report and Order, In the Matter of MTS and WA TS Market Structure, Before the Federal Communications
Commission, FCC 82-579, (released February 28, 1983), 11121
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1 Q MR. DENNEY OPINES THAT THE IXCS' CALLS To QEDUCE ACCESS
RATES IN ARIZONA ARE "HYPOCRITICAL AND SELF-SERVING
CLAIMING THAT "OF COURSE. AT&T IS NOT WILLING TO FORGO ITS
SWITCHED ACCESS REVENUE?" IS THAT TRUE?

No. AT&T is proposing rate reductions for all LECs, including the rates AT&T itself

charges as a CLEC in Arizona. The Joint CLECs, in contrast, are asking the Commission

to leave their own rates unchanged while reducing the rates of other LECs

8 Q MR. DENNEY ATTACKS THE "SINCERITY" OF AT&T'S PRCPOSAL ON
THE GROUNDS THAT. ACCORDING TO MR. DENNEY. IF AT&T REALLY
THOUGHT INTRASTATE RATES WERE TOO HIGH. IT COULD HAVE
UNILATERALLY REDUCED ITS INTRASTATE RATES TO THE LEVEL IT IS
ADVOCATING IN THIS PROCEEDING." IS THAT A VALID ARGUMENT?

No. Mr. Denney's facile argument fails to comprehend the economics of the situation

Like all LECs, including each of the Joint CLECs, AT&T as a CLEC has market power

over switched access to its customers. If other LECs with whom AT&T competes are

allowed to price switched access at above-cost prices, it woad be irresponsible to its

shareholders for AT&T to forgo the same opportunity. From AT&T's perspective

reducing its own access rates when its competitors were permitted to fully exploit their

market power with higher prices would only leave money on the table, while generating

no additional demand (because, again, switched access service is a monopoly service and

retail long-distance prices reflect average, not individual, access rates). Moreover, not

Denney Direct Testimony, pp, 40-41
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only would it not be in AT&T's interest to unilaterally reduce its intrastate access rates, it

would not create meaningful social welfare benefits for AT&T to unilaterally reduce the

intrastate access rates it charges in Arizona. This is because i f  AT&T were the only

CLEC to decrease its access rates, there would be minimal effect on IXCs' long distance

prices because IXCs must average their prices rather than respond to the access rates of

individual LECs, as I explained earlier. One CLEC alone reducing its access rates would

have minimal effect on the average rate paid by IXCs. Hence, it would be neither in

AT&T's interests, nor meaningfully benefit consumers, for AT&T to unilaterally (i.e., on

its own, without similar action by the other LECs) reduce its access rates

This is why regulatory intervention is necessary. In a competitive market it would be in a

company's own interests to reduce its price toward cost because it could benefit from the

increased demand it could thereby draw away Hom its competitors. In the provision of

switched access, the competitive mechanism is not functional and LECs, including the

Joint CLECs and AT&T, cannot be expected to voluntarily reduce their switched access

rates. By imposing the regulatory requirement that all LECs must reduce access rates

however, there would be a meaningful reduction in the average access rate paid by IXCs

and one would therefore expect retail long distance prices to fall, as I demonstrated in my

Direct Testimony. Customers would benefit, die requirement would be competitively

Denney Direct Testimony, p.42
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neutral as between LECs; and laCs would be able to compete with other technologies on

a more level playing Held

3 Q MR. DENNEY ALLEGES THAT QWEST ARIZONA CHARGES RATES FOR
INTERSTATE AND INTRASTATE SPECIAL ACCESS THAT SIGNIFICANTLY
EXCEED COSTS. AS DOES AT&T ILLINOIS FOR INTERSTATE SPECIAL
ACCESS." PLEASE COMMENT

Whether or not there is any merit to his assertions (which I have not analyzed), they have

no relevance to whether good public policy dictates reducing rates for ILE Cs' and

CLECs' intrastate switched access services in Arizona. The scope of this case does not

include special access prices. The Commission's jurisdiction does not even cover

interstate special access, and it certainly does not cover interstate special access in

Illinois. Whether Qwest or any other ILEC earns "significant revenues" on intrastate

special access in Arizona does not affect the benefits to consumers of reducing ILE Cs and

CLECs intrastate switched access rates. Mr. Denney's discussion of special access rates

is merely a distraction

F. Intrastate Access Reform Should Not Be Delayed Any Longer

17 Q MR. DENNEY URGES THE COMMISSION TO DELAY OR REFRAIN
ENTIRELY FROM ANY F 0 R M T H § T W Q D--M CT HEJ0INT
CLECS. BECAUSE THE ISSUES ARE "COMPLICATED" AND EACH
CARRIER HAS "ITS OWN CUSTOMER AND BUSINESS INTEREST." HE

Denney Direct Testimony, pp. 44-47
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PROPOSES THAT THE COMMISSION "{DEAL}
AREAS OF CONSENSUS."°° PLEASE COMMENT

FIRST" GNLY WITH

Contrary to Mr. Denney's urging, the Commission certainly understands that it is not its

job to rubber stamp the "areas of consensus" between some parties in a proceeding, or to

acquiesce to each carrier's "business interest," but rather to act in the interest of

consumers. Consumers would be best served in this proceeding by requiring all wireline

local exchange carriers to decrease their rates for intrastate access to their interstate

levels. Whatever time "complexity" of the issues for future, additional federal access

reform, requiring the reduction of CLEC and ILEC access rates is a measure that the FCC

has already taken after extensive analysis and the levels to which CLECs and ILE Cs

would reduce thdr intrastate rates under AT&T's proposal are rates that the can° iers

including the CLECs, are already charging for the same funczionalily in the interstate

jurisdiction

Denney Direct Testimony, p. 16
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MR. DENNEY CITES TO A RECENT FCC PUBLIC NOTICE IN SUPPORT OF
HIS RECOMMENDATION THAT THE COMMISSION WAIT FOR A RULING
BY THE FCC ON INTERCARRIER COMPENSATION RATHER THAN ACT
n o w . " DO YOU AGREE THAT REFORM AT THE STATE LEVEL SHOULD
BE DELAYED?

No. First, despite Mr. Denney's assertion that the FCC "really [does] plan to address

intercarrier compensation he makes no attempt, nor can he, to predict when that might

actually happen. The recent FCC public notice to which he points is another in a line of

public notices and notices of proposed rulemaldng in the last eight years in which the

FCC has sought input on intercarrier compensation reform. For example

Notice of Proposed Rulemaking in CC Docket No. 01 -92, released April 27
2001 (seeking comment on the feasibility of a bill-and-keep approach for a
unified intercarrier compensation regime and seeking alternative comment on
modifications to existing intercarrier compensation regimes)
Public Notice in CC Docket No. 01-92, released October 18, 2002 (seeldng
comment on two petitions that request rulings regarding the intercarrier
compensation regime applicable to certain types of wireless traffic)
Further Notice of Proposed Rulemaking in CC Docket No. 01-92, released
March 3, 2005 (continuing the ongoing re-examination of intercarrier
compensation and seeking comments on specific proposals developed by a
number of industry groups)
Public Notice in CC Docket No. 01-92, released July 25, 2006 (seeking
comment on the "Missoula Plan," tiled by the National Association of
Regulatory Utility Commissioners' Task Force on kitercairier Compensation)
Public Notice in CC Docket No. 01-92, released November 8, 2006 (seeking
comment on a proposed interim process to address "phantom traFfic")

Denney Direct Testimony, p. 15
Denney Direct Testimony,p. 15
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Public Notice in CC Docket No. 01-92, released February 16, 2007 (seeking
comment on amendments to the Missoula Plan that incorporate a proposal
addressing issues faced by "early adopter" states)
Further Notice of Proposed Rulemaking in CC Docket No. 01-92, et al
released November 5, 2008 (seeking comment on certain intercarrier
compensation and universal service issues, including three specific proposals)
and Public Notice issued on November 12, 2008 establishing the comment
dates for the three proposals contained in the NPRM

In fact, the public notice to which Mr. Denney referred is not even part of the long

standing intercanier compensation docket (CC Docket 01-92) but part of another docket

addressing the broadband plan." There has been no public filing from the FCC regarding

its intercarrier compensation docket since the November 2008 filings, which were issued

under the previous administration. Hence, there is no basis for concluding that the FCC

is going to act in any predictable time frame, and certainly there is no reason for the

Commission to delay necessary and long-overdue reform in Arizona that merely catches

up to decisions the FCC made nearly a decade ago

MR. DENNEY PROPOSES THAT ACCESS RATE REDUCTIONS BE
IMPLEMENTED GRADUALLY. OVER AT LEAST EIGHT TO TEN YEARS
WHAT IS THE BASIS FOR THIS APPEAL?

Mr. Denney offers a number of reasons

1. CLECs are small and cannot absorb financial losses as easily as Qwest

Denney Direct Testimony,p. 15, footnote 19
Denney Direct Testimony, pp. 51-52. Mr. Denney proposes an initial phase of three years with no access
charges reductions, and a subsequent period of phased-in reductions of five to seven years
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2.

3.

A gradual reduction would minimize the impact on end users

The FCC's CLEC interstate caps were implemented in three years, and the
FCC's most recent NPRM proposes a ten-year transition

CLECs serve primarily business customers and have term contracts with
almost all of them, with an average term of 4.2 years, and would not be able to
modify retail rates for term customers

Many LECs buy wholesale services from AT&T and Verizon that may contain
term commitments, and since IXCs have not committed to flow through
access charge reductions, immediate implementation could "result in a
windfall" for IXCs

6. CLECs are more vulnerable to mandatory reductions because business
customers generate higher calling volumes than residential customers

13 Q DO YOU CONSIDER ANY OF THESE ARGUMENTS TO BE PERSUASIVE?

No. Shave considered each and have not found any to have merit, and I will respond to

each in turn. I note first, however, that aside Rom the defects in his arguments, Mr

Denney completely ignores the fact that the CLECs have been exempt firm access reform

in Arizona for the last eight years during which die main ILEC has been subject to access

rate reductions. Therefore, while Qwest's excessive access rates demand iilrther reform

now, CLEC reform is even more overdue and does not merit additional delays and

avoidance

Denney Direct Testimony, pp.50-51
Denney Direct Testimony, p. 5 l
Denney Direct Testimony, p. 51
Denney Direet Testimony, p. 52
Denney Direct Testimony, p. 53
Denney Direct Testimony, p.53

4.

5.
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PLEASE EXPLAIN THE DEFECTS IN MR. DENNEY'S ARGUMENT THAT
CLECS ARE SMALL AND CANNOT ABSORB FINANCIAL LOSSES AS
EASILY AS QWEST CAN

First, the proposed access reform amounts to replacing a monopoly revenue stream from

IXCs widl the opportunity to earn revenue in the competitive market. To the extent that

CLECs compete with the ILE Cs, their retail prices compete with the ILE Cs' retail prices

and an increase in the permitted retail rate that an ILEC can charge creates more

competitive opportunities for CLECs as well, as I explained earlier Hence, there is no

necessary "financial loss" associated with the proposed access reform unless the CLECs

are not able to compete effectively in the retail market. The necessity of adj LECS to

compete effectively in the retail market is a social benefit of access reform, not a defect

Second, Mr. Denney seems to think it is relevant that the CLECs' global revenues are

relatively small in comparison to the ILE Cs' global revenues (and AT&T's global

revenues),°° but fails to note that the CLECs' global revenues are actually extremely large

in comparison to a more relevant statistic: the amount of access revenues potentially at

stake for them in this proceeding. In fact, to the extent that "financial loss" is relevant at

adj, the more relevant fact than the comparisons offered by Mr. Denney is that for each of

the Joint CLECs, the reduction in their access revenues under AT&T's proposal would be

far less Alan half a percent of their total revenues, and onaveragewouldbe less than one
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tenth ozone percent of their total revenues And that is before one even considers the

CLECs' opportunities to recover at least some of those access reductions through

rebalancing local rates or other business measures

4 Q WOULD IT "MINIMIZE THE IMPACT" TO END USERS TO ALLOW AN
EIGHT TO TEN YEAR TRANSITION PERIOD FOR ACCESS RATE
REDUCTIONS. AS MR. DENNEY CLAIMS?

Yes, in the sense that it would minimize the benefits that consumers would otherwise

enjoy as a result of access reform. It would also perpetuate the already-excessive amount

of time that the uneconomically high intrastate access rates in Arizona have distorted

competition across long distance technologies. Finally, it would extend the already

excessive amount of time that CLECs in Arizona have had to charge ates intrastate

access rates rather than be required to earn those revenues in the competitive retail

marketplace. Consumers have paid unnecessarily high rates for intrastate long distance

service in Arizona for the last ten years as a result of intrastate access rates that exceed

interstate access rates. CLECs have been granted a reprieve during that time because only

Qwest was required to make any access rate reductions. While a sound access reform

Denney Direct Testimony, Table 3
For Integra, it would be 0.23 percent of its total 2008 revenues, for PAETEC, it would be 0.02 percent, for tw
Telecom, 0.16 percent; for XO Communications, 0.04 percent; and for all Joint CLECs taken together the loss
would be 0.09 percent of their total 2008 revenues. The figures for PAETEC, XO Communications, and Integra
are based on the average rates provided by the CLECs in response to Staffs Data Request STF 1.1, which are
subject to revision, as I explained above
Denney Direct Testimony, pp.9, 51
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policy would permit ILE Cs (and potentially, therefore, CLECs) to increase retail prices

for local service to balance the access revenue reductions, the net effect would be positive

and beneficial for consumers for all the reasons that I articulated in my Direct Testimony

4 Q DIDN'T THE FCC PROVIDE FOR A GRADUAL DECLINE IN CLECS
INTERSTATE ACCESS RATES RATHER THAN DROP THE CLEC RATE
IMMEDIATELY INTHE CLEC ACCESS REFORM ORDER?

Yes, the FCC gave CLECs up to three years to reduce their interstate rates to those of the

ILEC with whom they compete," far less than the eight to ten years that the Joint CLECs

are requesting here, for reductions on a far greater proportion of their access revenues

than are at issue today. CLECs sell many times more intemafce access minutes than

intrastate access minutes, so a substantially greater share of their access revenues were/U

at stake when they underwent interstate access reductions resulting from the FCC's 2001

Order

Today there is no reason for any gradual decline. In 2001, the FCC believed that it

needed to provide a transition period to allow CLECs to adjust their business plans

because they had not been "held to the regulatory standards imposed on ILE Cs

Today, however, CLECs have been subject to interstate rate caps at ILEC levels for eight

years, they are subject to intrastate rate caps in numerous states, they have been on notice

CLEC Access Charge Reform Order, 1] 52, and 47 CFR §§ 61.26 (b) and (c)
See individual CLEC Responses to Staff Data Request STF 1.1
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at least since the FCC's CLEC Access Reform Order in 2001 that the regulatory

landscape was moving toward capping CLEC access rates, and they have been informing

their shareholders accordingly over these many years, as I demonstrated earlier. CLECs

have had ample time to adjust their business plans to this reality

MR. DENNEY ARGUES THAT IF THERE ARE TO BE ANY ACCESS RATE
REDUCTIONS THEY SHOULD BE PHASED IN OVER "AT LEAST" FIVE TO
SEVEN YEARS. BECAUSE CLECS "TYPICALLY" HAVE LONG TERM
CONTRACTS WITH THEIR CUSTOMERS WITH TERMS THAT ARE
OFTEN" FIXED DURING THE TERM OF THE AGREEMENT." IS THIS A

VALID REASON TO PHASE IN ACCESS RATE REDUCTIONS?

No. First, Inoue that the Joint CLECs declined to provide these contracts 'm discovery, on

the grounds (among others) that they are not relevant to this proceeding. If  they are
IJ

irrelevant to this proceeding they cannot form the basis of the Joint CLECs' argument

that access reform should be delayed. The Joint CLECs' refusal to provide the contracts

precludes me Hom examining them and testing Mr. Denney's claim by determining to

what extent CLECs in fact "typically" have long term contracts and how common it is

that they "oiien" have fixed rems

In any event, contracts with customers (at the wholesale or retail level) are common in

our economy across numerous industries. All companies that enter into contracts that last

CLEC Access Charge Reform Order, W 61-62
Denney Direct Testimony, pp. 51-52
Joint CLECs' Response to AT&T Data Request ATT 1-5
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a meaningful period of time do so recognizing both the benefits and risks of locldng into

terms. The benefits to the seller include the certainty of the agreed-upon demand flow

and prices, the benefits to the buyer include the certainty of the price and of a committed

supplier. The risks to the buyer include Me fact that market prices may fall, making the

contract a poor deal. The risks to the seller include the fact that input costs may rise

reducing the profitability of the agreed-upon price. In some cases contracts include

language that allows the price, quantity, or other terms to be modified depending on

observed market events or other factors. In all cases, a rational firm entering a contract

will incorporate into the price to which it agrees some adjustment for the risks it is

assuming. For example, it would be rational to build in a risk premium to a price that is

locked in by contract over several years, to compensate the seller for the possibility that

input costs will rise during the contract tern (and weighed against the possibility that

input costs will fall and profits will be higher than expected). The buyer would normally

Ne 'vVliilfl8 to pay some *Urullli'n being slated 80m that pricing ""G one wouia

expect the contracted price in a competitive market to reflect these risk considerations

The risk to CLECs that access rates may fall is no different in economic terms than the

risks that companies in any industry face when they mice long tern contracts that their

input prices may rise, availability of inputs may fall, revenues Bom other services may

fall, the legal environment may change, and so forth. As I have discussed, CLECs
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certainly were aware of the possibility of access rate reductions. If they did not build

terms into their contracts that explicitly permitted die price to change in the event of

access rate changes, they certainly had every opportunity to lock in contracted prices that

incorporated a premium for time risks they faced

DO THE CLECS' ARGUMENTS SUPPORT THEIR DEMAND FOR A
TRANSITION PERIOD OF FIVE TO SEVEN YEARS. OR EVEN MORE?

No. Even aside from the fact that CLECs have an obligation to their shareholders to lock

themselves into contracts with customers only to the extent they have agreed to prices that

reflect and manage their risks, the time period they demand is unconnected to the facts

they cite. Mr. Denney claims that McLeod has contracts with "v irtually 100%" of its

customers,  and that the average agreement tem is 4.2 years. He does not  say what1 q.

percentage of these contracts have fixed pr icing terms,  on ly indicat ing that  CLECs

contracts "often" have fixed terns. Even if every single McLeod contract had fixed terms

(which  presumably is not  the case,  or  Mr .  Denney would have said so),  the average

agreement life of 4.2 years means that approximately 25 percent of McLeod's customers

roll off contract every year. In two years after an access rate change approximately half of

all customers who were under contract at the time of the change would have rolled off

Denney Direct Testimony, p.52
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their contracts." and that does not account for new customers that McLeod would have

added a&er the change was made. It also does not account for the fact that some, many

or perhaps most of the CLECs' contracts do permit pricing terms to change in response to

changes in die CLECs' mosts, so the only customers with whom the CLECs are locked

into prices are those wide whom the contract does not allow for pricing modifications in

relevant circumstances. In fact, this proceeding in Arizona has been preceded by two

years of workshops and industry discussion, so that most CLEC customers will have

already rolled off of any contracts they entered into before this process began in Arizona

Hence, nothing in the f igures prov ided by Mr. Denney supports his request for an

arbitrarily long transition period

MR. DENNEY ARGUES THAT CLECS "COULD BE MORE VULNERABLE
T HAN ILECS TO ACCESS RATE REDUCTIONS BECAUSE BUSINESS
CUSTOMERS "CAN GENERATE HIGHER CALLING (AND ACCESS)
VOLUMES THAN RESIDENTIAL CUSTOMERS." AND CLECS FOCUS ON
BUSINESS CUSTOMERS MORE THAN DO ILECS DOES THIS
OBSERVATION HELP THE CLECS' CASE?

No. In fact, according to the CLECs' discovery responses, none of the Joint CLECs

serves residential customers. They serve business customers only. Historically, as II I

This assumes that the actual contract life of customers under contract is 4.2 years, with no variability. If there is
variability in contract life with average over the different contracts being 4.2 years, one would expect even more
to have rolled off in two years
Denney Direct Testimony,p. 53
See XO Response to AT&T Data Request AT&T 2.1, tw Telecom Response to AT&T Data Request AT&T 2.1

Integra Responses to Staff Data Request STF 1.3 and to AT&T Data Request 2.6; and PAETEC Response to
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discussed in my Direct Testimony, Ir was residential customers that required subsidies, in

order to keep retail residential rates acceptably low from a policy standpoint. Retail local

exchange prices to business customers have historically been a source of cross-subsidy

not a recipient. That is, historically, business rates were set by regulators at above-cost

levels to cross-subsidize residential prices. The historical justif ication for excessive

access rates simply does not apply to CLECs because the public policy rationale was

never to subsidize retail business services. Hence, the admission that these CLECs serve

only business customers further exposes the fallacy of the Joint CLECs' arguments

Their proposal protects the Joint CLECs and their business customers at the expense of

residential (and business) customers of laCs

MR. DENNEY FURTHER ASSERTS THAT IMMEDIATE REDUCTIONS IN
ACCESS RATES "COULD RESULT IN A WINDFALL" TO IXCS BECAUSE
SOME LECS PURCHASE WHOLESALE SERVICES FROM IXCS UNDER
TERM coMM1T1v1EnTs.'° IS THIS A LEGITIMATE CONCERN?

No. Shave not been provided die opportunity to review any such contracts, but regardless

of their terms the evidence does not support Mr. Denney's assertion. The regression/y

that I presented in my Direct Testimony showed that access reductions were reflected in

Staff Data Request STF 1.3. See also Joint CLECs' Response to AT&T Data Request ATT 1-17. PAETEC
does not market to residential customers or offer service to new residential customers
Denney Direct Testimony,pp. 52-53
Joint CLECs were asked to provide all term commitment contracts with their wholesale long distance providers
that are currently in effect, but they reiilsed to do so. See Joint CLECs' response to AT&T's Data Request ATT
1-6
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lower retail priceswithin one year of the access charge reduction." The data show that

despite any term contracts into which CLECs may have entered in their operations around

the country, the market response to access rate reductions has in fact been retail rate

reductions

In addition, as Shave already noted, CLECs should have been and indeed were aware of

intrastate access charge proceedings which resulted 'm access charge reductions in other

states and of the risk of access charge reductions. These risks should have been

incorporated into the contract prices or conditions of the contract, either implicitly or

explicitly

G. Mr. Denney's Claims that IXCs Will Not Flow Through Access Rate
Reductions Are Not Supported by Any Facts and Are Contradicted by the

13 Q ACCORDING TO MR. DENNEY. IXCS WILL NOT NECESSARILY FLOW
THROUGH ACCESS COST REDUCTIONS TO ARIZONA CONSUMERS
PLEASE COMMENT

While the Joint CLECs offer speculation and unsupported assertions, I provided sound

empirical evidence in my Direct Testimony based on the actual behavior of long distance

prices and access rates over a number of years and 50 states that IXCs do reduce long

distarlce prices when access prices are reduced. I also explained in my Direct Testimony

See Aron Direct Testimony, pp. 60-65
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that even an unregdated monopolist would decrease its retail prices in response to a

decrease in its variable costs (as a reduction in access rates is), because it would be profit

maximizing to do so The expectation that decreased access rates would result in

decreased retail long distance prices is not reliant on any assumptions about how

competitive the long distance market is, or on any assumptions about any carriers' market

power or lack thereof Regardless of the degree of competitiveness, the profit motive

drives companies to lower prices when variable costs fall

8 Q MR. DENNEY ARGUES THAT THE IXCS HAVE MONOPSONY POWER WITH
RESPECT TO SWITCHED ACCESS SERVICE." AND THEREFORE THEY
SHOULD NOT BE PERMITTED TO NEGOTIATE CONTRACT RATES FOR
SWITCHED ACCESS. DOES THE FCC AGREE WITH MR. DENNEY THAT
IXCS HAVE "MONOPSONY POWER"?

No. The FCC explicitly rejected this argument in the CLEC Access Charge Ro

Order, concluding that the evidence did not support it. The FCC further concluded in

that Order that antitrust laws are available "to protect CLECs from the exploitation of any

monophony power that IXCs may possess

Denney Direet Testimony, p. 64
Aron Direct Testimony, pp. 66»67
Denney Direct Testimony, pp.55-57
CLEC Access Charge Reform Order, 1[ 85
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1 III. Response tn the Direct Testimony of Douglas Garrett on behalf of Cox Arizona
Telcom

MR. GARRETT ASSERTS THAT "REDUCING ACCESS CHARGES WILL
ONLY EXACERBATE THE DILEMMA OF MAINTAINING A COMPETITIVE
NETWORK," BECAUSE "ACCESS LINES AND MINUTES OF USE ARE ON A
STEADY DOWNWARD TRACK. WILL REDUCING ACCESS RATES
EXACERBATE THE PROBLEM OF MAINTAINING THE NETWORK?

No. Mr. Garrett fails to recognize that even aside &om the inefficiencies, competitive

distortions, and improperly placed burdens associated with the current regime of

supporting local exchange service with implicit subsidies from access rates, access rates

are simply no longer a reliable mechanism for subsidizing the local loop because of the

declines in access lines and minutesof use. As ALECA has made clear," the declines in

access minutes are causing the traditional source of funding for the local network to dry

up and a more reliable and economically rational system of telecoxmnunications pricing is

necessary

Garnett Direct Testimony,p. 4
The Case for Arizona Access Charge Reform," Arizona Local Exchange Carrier Association White Paper

November 2, 2006, (hereafter2006 ALECA WhitePaper), pp. 6-7
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MR. GARRETT OF Cox URGES THE CGMMISSION To DELAY ACCESS
REFORM BECAUSE "ONLY BY RATIONALIZING RATES UNDER A
NATIONAL FRAMEWORK CAN...ARBITRAGE BE CURTAILED OVER
TIME."°' PLEASE COMMENT

Mr. Garrett has it backwards. Reducing intrastate access rates in Arizona to interstate

rates, as AT&T proposes, is precisely what is necessary to reduce arbitrage, because

arbitrage opportunities are created by rates that are excessive relative to costs, and by

rates dirt are different Hom each other. AT&T's proposal will reduce both forms of

arbitrage. Doing nothing while waiting for the FCC to act will certainly not decrease

arbitrage opportunities in Arizona, particularly while other states are reducing arbitrage

opportunities in their states by reforming their own intrastate access rates. Moreover

contrary to the assertion of Mr. Garrett, dlere is absolutely no reason that a national

framework is needed in order to reduce arbitrage opportunities in Arizona--reducing

intrastate rates to interstate levels in Arizona will reduce arbitrage opportunities in

Arizona

16 Q MR. GARRETT ASSERTS THAT "CHANGING RATES IN ONE
JURISDICTION WILL LIKELY HAVE NO EFFECT ON THE RATES
ARIZONA CONSUMERS PAY.""° IS THIS TRUE?

No. Mr. Garrett's unsupported speculation is again belied by the data. The facts are, as I

explained in my Direct Testimony, that states that have lower intrastate access rates have

Garrett Direct Testimony, p. 5
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lower retail intrastate long distance prices on average and states with higher average

intrastate access rates have higher intrastate long distance prices, on average

MR. GARRETT FURTHER ASSERTS THAT ACCESS REFORM "CANNOT BE
SUCCESSFUL ON A STATE-BY-STATE BASIS" AND THEREFORE THE
COMMISSION MUST WAIT FOR A "NATIONAL FRAMEWORK"°' PLEASE
COMMENT

I would suggest that consumers in states that have reduced intrastate access rates, and are

experiencing substantially lower prices on average for intrastate long distance serve

would prefer to have those benefits now rather than waiting for the possibility that the

FCC might someday institute a full, nationwide plan of access reform even though the

FCC's ports have produced no results for years. While a nationwide, comprehensive

plan is desirable, the straightforward plan proposed by AT&T-which only reconciles

intrastate rates with the interstate rates that were established in the federal jurisdiction

nearly a decade ago and, by all signals, will be reduced much further in future federal

access reform plans can give consumers substantial relief now, reduce distortions, cause

long distance prices to fall in Arizona, reduce arbitrage, increase efficiency, and enhance

competition

Garrett Direct Testimony, p. 5
Garrett Direct Testimony, p.6
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1 IV. ' Response to the Direct Testimollv of Douglas Duncan Meredith on Behalf of

PLEASE SUMMARIZE YOUR RESPONSE TO ALECA'S TESTIMONY

ALECA correctly identities the competitive and public policy distortions created by

currency excessive access rates, but its proposed solution is not adequate to address the

problems it identities. ALECA proposes to reduce LECs' intrastate access rates to

Qwest's composite intrastate rate. But every problem that it identities would be better

addressed by reducing intrastate access rates to interstate levels. Indeed, ALECA itself

asserted in its 2006 White Paper, "In order to provide immediate Arizona access rate

reform, the intrastate composite rate needs to be at the level of the interstate composite

In addition, ALECA argues that there should be no increases to retail prices, and dirt

revenues forgone as a result of its proposed access reductions should be recovered

entirely through draws Bam an Arizona Universal Service Fund. However, recovering all

forgone access revenues from a Lmiversal service fund rather than at least partially

through increases in retail rates would perpetuate a subsidy system by which retail prices

are kept inefficiently low, merely broadening the source of subsidy from IXCs to all

2006 ALECA White Paper, p. 9. (Emphasis added.) See also ALECA Response to Staffs First Set of Data
Requests, STF 1.10. ("The rural lLECs believe unifying the intrastate and interstate access rates and rate
structures is the appropriate action to take.")
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telecommunications customers who support the USF fund. While broadening the base of

support for the subsidy (by reducing intrastate access rates and recovering the forgone

revenues through USF draws) would reduce the competitive distortions associated with

the funding of the subsidy, and would therefore be an improvement over the current

system, recovering all forgone access revenues from a USF fund would unduly perpetuate

a variety of other `1nef5c"iencies and distortions. A superior solution would be to recover

part or all of the forgone access revenues by providing LECs the opportunity to increase

retail local exchange prices to a benchmark, as I explained in detail in my Direct

Testimony. ALECA has not attempted to demonstrate that some increase in retail prices

would make their services unaffordable, and therefore there is no reason to reject a

benclnnark approach. Certainly, the vast differences in basic local rates across the

ALECA members suggests that at least some members could increase rates without any

adverse effect on telephone penetration

WHAT ARE MR. MEREDITH'S ARGUMENTS FOR HIS RECOMNIENDATION
TO REDUCE THE COMPOSITE INTRASTATE RATE OF EACH ALECA
MEMBER TO QWEST'S COMPOSITE INTRASTATE RATE?

According to Mr. Meredith, reducing carriers' intrastate access rates to Qwest intrastate

rate would (i) "promote equity between urban/suburban and Md areas of the state," (ii)

provide a simple and straightforward target rate, because Qwest's composite rate is
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publicly available; and (iii) lessen the burden of the AUSF relative to doe burden that

would be incurred if rates are reduced to interstate levels

DOES A REDUCTION OF ALECA MEMBERS' INTRASTATE RATES TO
QWEST'S INTRASTATE LEVELS BEST PROMOTE "EQUITY

No. A policy under which all ILE Cs decrease their intrastate access rates to their own

interstate rates is more equitable to consumers because it would result in a greater overall

average reduction 'm intrastate access rates and would thereby reduce the competitive

inequity between wireline long distance and wireless carriers. It would also eliminate the

arbitrage opportunities associated with the differences between intrastate and interstate

rates by making those rates equal to each other for each carrier. It would impose the same

policy on all carriers, including Qwest, and conform that policy to the federal policy that

has been in place for many years

DOES ALECA AGREE WITH YOU THAT INTRASTATE ACCESS CHARGES
MUST BE BROUGHT DOWN TO INTERSTATE LEVELS IN ORDER TO

'l7{l*"l' *HE MGDERN IVE ENVIRGNMENT?

Yes. According to ALECA's white paper

In response to die Montana Public Serv ice Commission inquiry into
matters concerning intercarrier compensation, the Montana
Telecommunications Association stated: "the differences in intrastate

i n  aand interstate access charges can no longer be sustained

Meredith Direct Testimony, p. 7
Meredith Direct Testimony, p. 7
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competitive environment, especially where technology has enabled
telephone calls to circumvent access charges altogether" and providing as
an example that "intra-MTA wireless traffic is subject to reciprocal
compensation and is responsible for significant reduction in local
exchange carrier intrastate access revenues" and that "VoIP traffic
currently avoids access payments altogether." ALECA agrees with this
observation and believes that the pace of market changes necessitates
prompt action in Arizona. Without action over time there will be an
increased burden on end-user customers because end-user customers will
bear an increased cost burden, which left unchecked will likely raise
affordability issues in mral areas

WOULD IT BE MORE "SIMPLE" OR "STRAIGHTFORWARD" FOR ALECA
MEMBERS TO USE QWEST'S INTRASTATE RATE AS A TARGET RATE
THAN THEIR OWN INTERSTATE RATES?

No. I am aware of no reason that it would be simpler for an ALECA member to try to

mirror the composite intrastate rate of a different carrier operating in a different area than

to mirror its own interstate rates, which it has already tariffed and which it is already

charging. If anything, common sense suggests that it would be much easier to implement

the simple plan proposed by AT&T, because all LECs have already implemented dlat

same plan for interstate traffic

2006 ALECA White Paper pp. 6-7. (Footnotes omitted, emphasis added.)
Meredith Direct Testimony, p. 7
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1 Q ALECA OBSERVES THAT REDUCING SWITCHED ACCESS RATES WILL
REDUCE OR ELIMINATE THE INCENTIVE FOR ARBITRAGE." PLEASE
COMMENT

The only way to eliminate the incentive for arbitrage between interstate and intrastate

access rates is to make them equal. Reducing ALECA carriers' (or CLECs') intrastate

rates to Qwest's intrastate rate would not eliminate this form of arbitrage and therefore

would not achieve one of the public policy goals of access reform. As ALECA correctly

observed in discovery

Unifying or equalizing the rates for each jurisdiction [intrastate and
interstate] will remove the 'incentive for carriers to provide incomplete call
detail records or to seek routing alternatives that do not match the
originating jurisdiction of a call. Moving to Qwest's intrastate access rates
would not address rate arbitrage encouraged by an individual company's
variance between intrastate and interstate access rates

ALECA ARGUES THAT ESTABLISHING A BENCHMARK FOR RETAIL
LOCAL EXCHANGE SERVICE PRICES IN ORDER TO ACHIEVE REVENUE
NEUTRALITY WOULD ONLY "ADD COMPLICATIONS," AND THAT ALL
LOST ACCESS REVENUE SHOULD BE FUNDED THROUGH A UNIVERSAL
SERVICE FUND. 9/ PLEASE COMMENT ON THIS PROPOSAL

As I explained in my Direct Testimony, recovering any forgone access revenues through a

universal service fund perpetuates inefficient and distorted retail prices by, for example

burdening urban consumers, including those with relatively low incomes, in order to

Meredith Direct Testimony,p. 12
ALECA Response to Stay Discovery First Set of Data Requests, STF 1.10.
Testimony, p. 6

See, also, Meredith Direct
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subsidize rural customers. even those with relatively high incomes Establishing a

benchmark involves conducting a pricing analysis of the type that is certainly within the

normal purview of a regulatory commission and consistent with its obligations and

expertise. The Commission would do a disservice to Arizona consumers if it were to

decline to establish a reasonable benchmark in this cos.; and instead impose all revenue

recovery on a state universal service fid-en the grounds that establishing a benchmark

would be "complicated." Mr. Meredith surely underestimates the Commission's

expertise by suggesting it

Response to the Direct Testimonv of Lisa I-Ienslev Eckert on Behalf of Qwest

10 Q PLEASE DESCRIBE YOUR UNDERSTANDING OF QWEST'S THEORY OF
THIS CASE

I begin by observing that Qwest admits to several key points that validate the opinions I

t n R Q
L uvllvu 111 IJ.. Direct Testimony and Mat validate ATE. A Q osmond m Qu.uu ram:v-ov u1- lv

intrastate access rates shod be reduced to interstate levels. Qwest admits that

1. Access rates were historically established to include, and do today include
significant subsidy elements

Meredith Direct Testimony, p. 8
In fact, the Commission's Staff apparently does not consider establishing a benchmark to be unduly
complicated, insofar as Staff proposes establishing one for each carrier rather than the simpler approach
proposed by AT&T of a single statewide benchmark. See Shard Direct TestimoNy, Executive Summary, 1]6
Eckert Direct Testimony,p. 4. See alsoQwest'sResponse to StaffDataRequest 1.24
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2.

3.

Excessive access rates distort competition and cause inefficiency

Reducing excessive access rates will decrease fraud and regulatory
arbitrage

In addition, Qwest agrees that

4. Terminating switched access is a monopoly service whether provided by an
ILEC or CLEC and

5. CLECs should not be permitted to charge switched access rates above an
appropriate ALEC-determined benchmark

Hence, Qwest does not dispute that excessive access rates cause inefficiency. Qwest

specif ically suggests that the Commission require other carriers to decrease their

intrastate access fees (i.e., the fees that the Qwest long distance entity pays when its

customers make intrastate calls to customers of other LECs in Arizona) to Qwest's

intrastate rates

Qwest objects, however, to a requirement to reduce its own intrastate rates, on the

grounds that the Commission already addressed Qwest's rates in its Price Cap Plan

Eckert Direct Testimony, pp. 4-6
Eckert Direct Testimony, p. 17
Eckert Direct Testimony, p. 5
Eckert Direct Testimony, p. 7
Eckert Direct Testimony, p. 7
Eckert Direct Testimony, p. 5
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1 Q IS THIS A SOUND BASIS FOR PERPETUATING EXCESSIVE. DISTGRTING
INTRASTATE ACCESS RATES?

No. The facts to which Qwest admits are more than sufficient for the Commission to

conclude that it would be in the public interest to require Qwest to reduce its intrastate

rates to its interstate levels. There is no economic or policy justification in die context of

this proceeding for Qwest's excessive and distorting intrastate rates to be perpetuated

7 Q VIS. ECKERT ARGUES THAT QVv'EST'S INTRASTATE SWITCHED ACCESS
RATE IS THE "IDEAL" TARGET LEVEL FOR ALL LECS IN ARIZONA
DO YOU AGREE?

No, I do not. Qwest's proposal has no principled basis, and it has two sizable flaws: Erst

theme is no reason that the rates should be capped at Qwest's intrastate rate rather than its

interstate rate, and second, there is no sound basis for capping rates of LECs who operate

in territories other than Qwest's ILEC territory at Qwest's rates

Ms. Eckert offers a number of arguments in support of Qwest's proposal: Qwest's access

rates are the lowest tariffed rates in the state, Qwest is the largest ILEC in Arizona

targeting all rates to Qwest's level would mirror die FCC mandate, many other states

have followed this approach, and Qwest's rate is a commonly stated objective of access

agreements between IXCs and CLECs. Additionally, Ms. Eckert argues that intrastateIU/

Eckert Direct Testimony, p. 7
Eckert Direct Testimony, pp.7-8
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access rates should be uniform across the entire state to truly reduce arbitrage

problems None of these arguments holds water

SHOULD THE COMMISSION ESTABLISH QWEST'S INTRASTATE RATE AS
THE TARGET BECAUSE QWEST'S RATES ARE THE LOWEST IN THE
STATE?

No. Qwest's intrastate access rates are not the lowest rates in the state for originating and

terminating functionality. In fact, Qwest's intrastate access rates are the highest rates that

Qwest itself charges in Arizona for the functionality of call origination and termination

As I demonstrated in my Direct Testimony,"" Qwest's interstate access rates are lower

than its intrastate access rates, and its reciprocal compensation rates axe lower still, all of

which are charged for the same functionality. AT&T's proposal that Qwest reduce its

intrastate rates to its interstate levels is not the extreme one of driving intrastate access

rates all the way to its reciprocal compensation rates (or, as the FCC proposed in 2008

beyond that to zero) at this time, but neither is it the policy of inaction proposed by Qwest

in which Qwest, the largest canter in the state, would make no reductions at all, even

though it already charges substantially lower rates for die same functionality in Arizona,

differentiated only by the regulatory category of the service

Eckert Direct Testimony, p. 7
Eckert Direct Testimony, p. 7
Aron Direct Testimony, Figure 1 and Table 1
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1 Q IS IT REASCNABLE TO REQUIRE ALL LECS TO SET THEIR RATES AT
QWEST'S LEVEL BECAUSE QWEST IS  THE LARGEST ILEC IN
ARIZONA?

No, the fact that Qwest is the largest ILEC in the state is why Qwest must reduce its

excessive intrastate rates for the full benefits of access reform to be enjoyed by residents

of Arizona As I explained in my Direct Testimony, IXCs cannot discriminate in their

retail prices on the basis of the identity of the LEC sewing the customer to whom they are

terminating, or from whom they are originating, traffic. Hence, retail prices respond to

the average access rate paid by the INC. If the largest ILEC in the state does not reduce

its intrastate access rates, the effect on the state-wide average rate of the other reductions

taken by the other carriers will be muted. The effect on reducing intrastate long distance

prices will therefore be similarly muted, diminishing the benefit to long distance

customers and diminishing the berets to intermodal competition

14 Q DOES QWEST'S  PROPOSAL MIRROR THE FCC MANDATE,  AS MS
ECKERT ASSERTS?

No. Mirroring the FCC mandate would be for each ILEC to charge the rate ordered by

the FCC for the same functionality in the interstate jurisdiction, and for each CLEC to

charge the same rate as the ILEC in the territory where it competes. That is what the FCC

ordered, and that is AT&T's proposal

Eckert Direct Testimony, pp.7-8
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WGULD HAVING A UNIFORM RATE Across THE STATE TEND TO
REDUCE ARBITRAGE. AS ms. ECKERT CLAIMS?

No, uniformity per se across the state for intrastate access is not the relevant factor. As I

explained earlier in response to ALECA, it is not diversity of rates across areas of the

state that induces arbitrage, it is the fact that rates are excessive in relation to die costs of

prov iding the serv ice, and the fact that rates for a given carrier diverge between

functionally identical services. Reducing intrastate rates to interstate levels would

eliminate the potential for arbitrage 'v ia traff ic-shif ting between the interstate and

intrastate jurisdictions. It would also reduce the difference between intrastate rates and

costs, thereby reducing cost-price arbitrage opportunities

Eckert Direct Testimony, p. 8
Eckert Direct Testimony,p. 7
Ms. Eckert asserts that benchmarking intrastate rates to the FCC (interstate) rates does not reduce arbitrage
problems. The problem she is alluding to, however, as her subsequent discovery response makes clear, is that
for some rural LECs the interstate rate is still so excessive that reducing intrastate rates to that level will not
eliminate call pumping or certain other types of arbitrage actiwlties. See, Qwest's Responses to AT&T Data
Request 5-001. This may be true, but is not a problem this Commission can solve. Nor would Qwest's proposal
better address it than AT&T's: regardless of the level to which a LEC's intrastate rate is reduced, any call
pumping incentives created by excessive interstate rates will remain. AT&T's proposal will eliminate the
incentive for traffic-shifting arbitrage between interstate and intrastate, even where the FCC rate is excessive
Qwest's proposal will not
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ms. ECKERT ASSERTS THAT "MANY STATES HAVE FOLLOWED THIS
APPROACH" OF SETTING THE LECS' INTRASTATE RATES EQUAL TO
THE INTRASTATE RATE OF THE LARGEST ILEC IN THE STATE
PLEASE COMMENT

States that have most recently implemented switched access reform have required CLECs

to mirror ILE Cs' intrastate rates, but the ILE Cs are, in turn, required to mirror their

intrastate rates to their interstate rates. In Massachusetts, as of an order issued last year

CLECs are required to target their access rates to the intrastate rate of the largest ILEC in

the state, as Qwest proposes here. However, the largest ILEC, Verizon, is also requiredI lo

to mirror its intrastate switched access rates to its interstate levels, so the cap effectively

sets CLEC rates at the ILEC 's interstate level, not a higher intrastate level

Similarly, in New Jersey, the Board of Public Utilities recently ordered CLEC rates to be

capped at the intrastate rate of the ILEC with which it competes, and it also caps dl

ILE Cs' intrastate rates at their interstate levels, the same proposal AT&T is malting

Eckert Direct Testimony, p. 8
2009 Massachusetts Order, p. 30
2009 Massachusetts Order, p. 6. CLECs are permitted to exceed the cap only if they make a showing to the
CommissiOn that their costs exceed the rate cap. See, 2009 Massachusetts Order, p. 27. According to the
CLECs' discovery responses in this case, none of them has ever made a cost showing to a state commission that
resulted in the CLEC being able to charge rates above the cap
New Jersey 2010 Order, pp. 28-29. Unlike AT&T's proposal here,New Jersey ordered that the rate reductions
be phased in over 3 years
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Other states that have required CLECs to cap their intrastate access rates at ILE Cs' rates

are Ohio and Texas, where the CLECs' intrastate rates are capped at the intrastate rates of

the competing ILE Cs', and the [LECs' rates are, again, capped at the interstate level

IS IT REASONABLE FOR QWEST TO NOT HAVE TO REDUCE ITS
INTRASTATE ACCESS RATE ON THE GROUNDS THAT IT HAS ALREADY
REDUCED ITS RATES TO SOME EXTENT OVER THE LAST SEVERAL

No. Al though Qwest's intrastate access rates were decreased in Arizona on a number of

occasions in the last eight years, its intrastate rates remain well above the interstate rates

to which Qwest agreed in the interstate jurisdiction and that it has been charging for eight

years. In fact, Qwest's intrastate access rates 'm Arizona remain not only well above its

interstate rates ordered by the FCC, they are among the highest intrastate access rates

permitted for RBOCs in the nation. Specifically, looking at the major RBOCs across 48

US states Qwest's intrastate access rates in Arizona are higher than the RBOCs

intrastate access rates in all but nine states. Among the states in which Qwest is the

RBOC, Qwest's average intrastate rates in Arizona are sixth highest out of fourteen

states

In Illinois there is not a generalized policy for CLECs but the Illinois Commerce Commission's decisions on
individual CLECs have effectively capped their rates at the ALEC's interstate level. Some other states, including
Maine and New Mexico, cap CLECs' intrastate switched access rates directly at their own interstate levels
(which, again, are constrained by the FCC). See, Aron Direet Testimony,pp. 52-54
Eckert Direct Testimony,pp. 3, 5
I was unable to collect intrastate rate information for Alaska and Hawaii for this comparison
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PLEASE COMMENT o n m s . ECKERT'S CONTENTION THAT
AGREEMENTS BETWEEN IXCS AND CLECS ARE PROBATWE THAT
Q W E ST ' S  R A T E  I S  A  R E A SO N A B L E  T A R G E T  R A T E  F O R  O T H E R
CARRIERS

I do not have access to the agreements so I cannot test the assertion that "a majority" of

these agreements "benchmark to the ILEC rates," nor whether the "ILEC rates" alluded to

by Ms. Eckert are the rates of the ILEC with whom the CLEC competes or are Qwest's

rates: nor whether the "ILEC rates" alluded to are tarif fed interstate rates, tarif fed

intrastate rates, or something else. Whatever they are, however, the agreed-upon rates

reflect the outcome of negotiations between 1XCs with limited recourse and CLECs with

market power over switched access. Therefore, the only inference one can draw is that

the agreed-upon price is above the CLEC's costs of providing service and lower than

what the INC would have to pay without the agreement. How much above the CLECs

cost the price is cannot be determined by reference to the fact that the prices were agreed

to. Hence, there is no reason to consider the negotiated rates for switched access a

reasonable target as compared to the ALEC's interstate rates

Eckert Direct Testimony,pp. 7, 11-12
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1 VI. Response to the Direct Testimony of Don Price on Behalf of Verizon

2 Q VERIZON PROPOSES THAT QWEST'S INTRASTATE R.ATE BE USED AS
THE TARGET LEVEL FOR INTRASTATE ACCESS RATES
ARGUMENTS DOES MR. PRICE OFFER IN SUPPORT OF THIS PROPOSAL?

In addition to the same arguments posited by Qwest, to which I have already responded

Mr. Price argues that Qwest's rates are the "prevailing market rate and that Qwest's

rates "have historically been subject to the most regulatory scrutiny ,,125

8 Q HAVE QWEST'S INTRASTATE RATE BEEN SUBJECT
REGULATORY SCRUTINY THAN ITS INTERSTATE RATE?

TO MORE

No. In fact. the ILE Cs' interstate rates were determined on the basis of an extensive

multi-year, multi-party proceeding in which comments were provided by ILE Cs, CLECs

state commissions, congressmen, consumer advocate groups, industry trade groups

attorneys general, and others that culminated in the FCC's adoption of the rates that are in

effect today. The FCC found, in full recognition of the regulatory history and public

policy role that carrier switched access rates have historically played, the rates it adopted

to be beneficial to consumers, pro-competitive, and economically efficient

addition, the CALLS Order permitted ILE Cs that did not wish to adopt the ordered rates

Price Direct Testimony, p. 3. Mr. Price points that if the Commission declines to impose a single rate, then it
should require CLECs to benchmark their rates at the competing ALEC's intrastate rates. See Pnlce Direct
Testimony, pp. 10-12
Price Direct Testimony, p. 13
Price Direet Testimony,pp. 15, 19
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to seek separate consideration by filing their own cost studies for consideration by the

In fact, neither Qwest nor Verizon tiled cost studies for special consideration by

the FCC, but chose to adopt the FCC's ordered interstate rates

4 Q IS QWEST'S
ARIZONA?

INTRASTATE RATE THE "PREVAILING RATE" IN

No. If by "prevailing rate," Verizon means the rate most &equently charged, Qwest's

intrastate rate is cenaiMy not the prevailing intrastate rate in Frontier's or Verizon's

territory in Arizona, since Qwest's intrastate rate is not charged there at ad. In fact it is

also not the prevailing access rate in Qwest's own territory. The prevailing rate in its own

territory for switched access service is its interstate rate. Qwest sells about five times

more interstate access minutes than intrastate access minutes Hence, if anything,

Qwest's "prevailing rate" for originating and terminating functionality is its average

interstate access rate

FCC CALLS Order, 1]29
FCC CALLS Order,1157
I am aware of only one ILEC that sought forbearance firm the CALLS Order rates, a small Md ILEC in Iowa
that submitted a cost study to the FCC. See, Order, In the Matter of Petition for Forbearance of Iowa
Telecommunications Services, Inc. d/b/a/ Iowa Telecom Pursuant to 47 USC § I60(c) from the Deadline for
Priee Cap Carriers to Elect Interstate Access Rates Based on the CALLS Order or a Forward Looking Cost
Study, Before the Federal Communications Commission, CC Docket No. 01-331, FCC 02-323, (released
November 26, 2002), and Order on Reconsideration, In the Matter of July 1, 2003 Annual Access Charge Tony
Filings, Before the FedeM Communications Commission, WCB/Pricing No. 03-15, FCC 03-295, (released
November 17, 2003)
Price Direct Testimony,p. 13
Qwest's Response to Staff Data Request I.l
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1 VII. Response to the Direct Testimony of Dr. Ben Johnson on Behalf of' RUCO

2 Q DO YOU HAVE ANY GENERAL COMMENTS ABOUT DR. JOHNSON'S
TESTIMONY?

Yes. Unfortunately, Dr. Johnson has entirely ignored all of the testimony that was filed in

this case weeks before his testimony was due, other than acknowledging its existence at

the beginning of his testimony, he does not mention any of it even once. He raises issues

that were examined in parties' testimonies without acknowledging the facts or issues

already presented, and therefore his testimony is essentially disengaged from the current

state of the debate in this case. This disengagement is compounded by the fact that his

testimony is largely rooted in the issues and concerns of the telecommunications

marketplace of a decade ago or more. He has declined to seriously grapple with the

realities and facts of the current state of affairs in the market, such as the impact of the

ubiquity of wireless telephony and the growth of VoIP on concerns about overall

1l\.J'1.l ... - central *mc of his testimony. Nevennimeless, because he does not

make any clear policy recommendations and because much of his testimony does not

appear to me to lead to discernible policy recommendations, Twill not respond to most of

his testimony but will focus on just a few key points and issues. My very limited

response should not be interpreted as agreement with any of Dr. Johnson's remarks about

which I have not commented
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WHAT IS HIS MAIN POINT?

I believe that what Dr. Johnson is saying in his testimony is that the Commission is

charged with pursuing possibly conflicting policy goals of equity, efficiency, and

universal service, and that by reducing switched access rates the Commission must take

due care to recognize that increasing local exchange rates by a corresponding amount

could jeopardize goals of universal service It appears that one of his main points is to

urge the Commission to "careful ly think through the consequences of  any future

reduction or elimination in intrastate access charges, and develop a plan which will help

minimize the adverse consequences of any such changes

10 Q: WHAT ARE THE ADVERSE CONSEQUENCES TO WHICH HE REFERS?

Dr. Johnson appears to be concerned about the possible effect of retail price increases on

telephone penetration

IS THAT A VALID CONCERN?

I addressed this concern in my Direct Testimony. I explained that while the potential

effects of retail price increases on overall telephone penetration is certainly an issue that

regulators must attend to, the evidence suggests duet at least some increase in retail rates

See, for example,Johnson Direct Testimony,p. 24
Johnson Direct Testimony, p.48
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is tolerable.*" Dr. Johnson's testimony fails entirely to recognize that 97 percent of the

population in Arizona over the age of 15 has a wireless phone and that the wireless

wireline, and VoIP networks are interconnected, and fails to appreciate the implications

of these 21ST century realities for universal service. As I  discussed in my Direct

Testimony, even if increasing retail wireline prices caused some customers to drop their

wireline telephone service, this would not necessarily have any effect at a11 on universal

service or telephone penetration if those customers choose to rely on other technologies to

meet their communications needs Only to the extent that price increases cause

customers to drop their wireline phone and to not subscribe instead to cable telephony

wireless, or some other form of telephony, would retail rate increases possibly impact

goals of universal service

Nevertheless, it is certainly reasonable to advise the Commission to "think through the

consequences" of reducing access rates and develop a plan to minimize any potential

adverse consequences. This is precisely what AT&T did in Dr. Oyei i .1si 's Direct

Testimony, wherein Dr. Oyefusi proposed a number of options for implementing access

reform that would ease any burden on consumers

Aron Direct Testimony,pp. 93-99
Local Telephone Competition: Status as of June 30, 2008," Federal Communications Commission, Industry

Analysis and Technology Division, Wireline Competition Bureau, July 2009, Table 14, and US Census Bureau
2008 American Community Survey, Selected Population Profile in the United States - Arizona

Aron Direct Testimony, pp. 93-95
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1 Q PLEASE EXPLAIN

In response to possible concerns that immediate retail rate increases that would

compensate ILE Cs for forgone access revenues would cause rate shock or declines in

telephone penetration, AT&T proposed to reduce intrastate access rates to interstate rates

immediately, but phase in price increases over time to replace that revenue by setting a

maximum annual price increase. The forgone revenue that is not recovered through the

annual increase would be replaced with AUSF funds in the short run, but the AUSF

support would be decreased and the retail price would be increased until it reaches an

established benchmark over a measured period of time (for example, two years) to

minimize rate shock."° Such a plan would provide Arizona long distance customers with

the benefits Hom reduced access rates immediately, would reduce incentives for arbitrage

and would decrease the distortions to intermodal long distance competition, while

phasing in the necessary retail rate increases over time and to a level that the Commission

considers acceptable and consistent with universal service goals. This plan meets Dr

Johnson's objectives of increasing efficiency (by decreasing access rates right away)

while moving slowly and deliberately on retail price increases that he believes could

reduce telephone penetration

See, Direct Testimony of Dr. Ola Oyefusi onBehalfof AT&T Communications of the Mountain States, Inc. and
TCG Phoenix, In the Matter of the Review and Possible Revision of Arizona Universal Service Fund Rules
Article 12 of the Arizona Administrative Code and In the Matter of the Investigation of the Cost of
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DID DR. JOHNSON RESPOND TO OR COMMENT ON THESE PROPOSALS?

No. He did not acknowledge them

3 Q IS DR. JOHNSON CORRECT IN HIS SUGGESTION THAT AT&T IS
PROPOSING TO BE ABLE TO USE LECS' NETWORKS "WITHOUT PAYING
ANYTHING FOR THIS PRIVILEGE OR ASKING FOR A "FREE RIDE"?

No. AT&T is proposing to pay rates that by dl evidence exceed the ILE Cs' costs of

providing switched access service to AT&T. Dr. Johnson is simply incorrect and out of

step with economic thinldng to suggest that 1XCs would get a "'ti'ee ride" if they do not

contribute to the cost of building a loop, as I explained at length earlier. The cost

associated with switched access is the cost of switching and associated transport, not the

cost of the loop

PLEASE COMMENT ON DR. JOHNSON'S VIEW THAT "THE COMMISSION
SHOULD PLACEA VERY HIGH BURDEN OF PROOF ON PARTIES THAT
ARE URGING EXTREME CHANGES TO COST RECOVERY PATTERNS
WHICH HAVE PROVEN SO SUCCESSFUL FOR SO MANY YEARS

It is astonishing that Dr. Johnson could have read ALECA's testimony (not to mention

that of AT&T or Sprint) and continue to believe that the current system of cost recovery

that requires rural ILE Cs to rely on the crumbling and antiquated system of excessive

Telecommunications Access, Before the Arizona Corporation Commission, Docket Nos. RT-00000H-97-0137
and T~00000D-00-0672, December 1, 2009, PP- 63-68
Johnson Direct Testimony, p. 9
Johnson Direct Testimony, p. 17
Johnson Direct Testimony, p.37
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access rates is "so successful." In fact, even aside from the harms to competition and

efficiency that I have discussed, the current system of access rates is not successful any

longer even for its original purpose of subsidizing local exchange companies. It is no

longer successful because, as I have explained and as ALECA has made clear in its

testimony and white paper, access revenues are no longer a reliable source of subsidy

They create a self-reinforcing downward spiral of support for LECs because high access

rates force wireline long distance rates up, which makes wireline long distance service

less competitive relative to wireless and other technologies that do not pay access rates to

the same extent as do wireline IXCs, or do not pay them at all, customers migrate 80m

wireline to other forms of long distance communication, and access revenues dry up for

the LECs that they historically supported

would also note that, as I just explained, AT&T is not proposing any policy reform that

would necessarily confront consumers with "extreme" changes, because AT&T's

proposal includes options that would bring changes to wireline local exchange

consumers' prices at a phased-in pace determined by the Commission
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ACCGRDING TO DR. JOHNSON. "WHILE REDUCING ACCESS RATES MAY
BENEFIT SOME CARRIERS. THE POLICY CHANGES BEING ADVOCATED
IN THIS CASE WON'T NECESSARILY HELP NEW ENTRANTS GAIN A
FOOTHOLD IN THE MARKET PLEASE COMMENT

Helping new entrants gain a foothold in the market" is not a valid or responsible public

policy goal. Helping new entrants gain a foothold in the market means subsidizing them

protecting them f irm competit ion, applying rules unequally to them, or otherwise

enhancing their ability to succeed beyond what the quality and costs of their own business

can accomplish. Such market intervention is handful to competition and harmful to

consumers. This is a classic flaw associated with what is known as the "infant industry'

Often implemented in the form of tariffs to protect a fledgling domestic industry from

foreign competition, the "intent industry" rationale encourages policy makers temporarily

to handicap incumbents or offer preferences to their less-experienced rivals in order to

boost the 1a*Xer's u-u1Au.Jn\\111t\r tn nAfnnA+Avvu.l1.lvl-v la G'/»==rvvlc8tns. the alleged ad

Vantages

{"\ incuznbenc

There are many pitfalls associated with infant industry regulations, which cause

economists, as a whole, to question their wisdom in most circumstances

JohnsonDirect Testimony, p. 25
Al8'ed E. Kahn and William E. Taylor, "The Pricing of Inputs Sold to Competitors: A Comment," Yale Journal
on Regulation ll (Winter 1994), pp. 225-240
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In general, it is very difficult to eliminate due preferential treatment once the entrants are

on their feet. Establishing undue regulatory protections of any sort encourages jinns to

enter, make sunk investments, and thereby become reliant on the regulatory protections

under which their investments made economic sense. Some such providers may not be

viable at all without protection, and others may have made investments that would have

been excessive or unwise had the protection not been in place. Once die entrants are in

the market and investments are made, however, these parties become a visible political

factor and it may become difficult to abandon the protections that render them viable

Indeed, we see this very phenomenon in this case, 'm which competitors who have

benefited 'f irm the opportunity to charge excessive access rates now appeal to the

regulator to perpetuate that policy in order to protect their business models

In addition, any regulation that protects a class of competitors from competition imposes

a cost stemming from its interference with the efficient distribution of supply among

competitors on the basis of their relative costs. Competition is facilitated, efficiency

promoted, and consumers benefited when regulators establish conditions under which

efficient competitors will survive and inefficient competitors will either improve or eldt

As the CLECs themselves admitted in discovery when asked what alterations they would
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have to make to their business plans if access rates were lowered to Qwest's interstate

level. "CLECs would have to look for ways to offset reduced revenue or cut their cost 99142

In any event, if the Commission did choose to intervene in the market by "helping" new

entrants "gain a foothold" in the market, there is no policy or economic justification for

doing so by requiring wireline 1XCs and their customers to provide the subsidy. Such a

subsidy policy should be home by all consumers and should be exposed to the court of

public opinion by being funded tlniough explicit means. Finally, providing a subsidy to

new entrants" through excessive intrastate access rates would equally provide a subsidy

to competitive firms such as the Joint CLECs and Cox, who are hardly "new," have been

operating in Arizona for at least eight years, and (in the case of XO and tw Telecom) are

multinational corporations

12 V I I I . Response to the Direct Testimonv of Wilfred Shard on Behalf of Staff

13 Q DO YOU HAVE ANY OVERALL COMMENTS ON STAFF'S TESTIMONY?

Yes. Staff correctly articulates four benefits of access reform

1. Price eff iciency

2. Reduction of arbitrage opportunities

Joint CLECs' Response to AT&T Data Request ATT 1-3, response subject to the objection that the term
business plan" is "vague and ambiguous

Shard Direct Testimony, p. 9
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3.

4.

Elimination of differences in rates dirt occur because of regulatory decisions

Establishment of more consistent and rational intrastate switched access rates

However, like Qwest and ALECA, Staff' s proposed reform would not achieve the

benefits it has identified. Staff proposes that ALECA members and the CLECs be

required to reduce their rates to Qwest's intrastate level. Staff proposes to exempt144

Qwest from any rate reductions. I explained in my response to Ms. Eckert and Mr14:

Meredith why such a proposal is inadequate to address the policy goals that are listed

9 Q WHAT IS STAFF'S RATIONALE FOR EXCLUDING QWEST FROM ACCESS
RATE REDUCTIONS?

Staffs only rationale appears to be that Qwest has already made access rate reducions

12 Q: IS THAT A GOOD REASON TO EXCLUDE QWEST FROM ACCESS REFORM
IN THIS CASE?

No. As Shave already discussed, although Qwest has made some progress, that does not

mean that the Commission should stop moving forward or that Qwest's current intrastate

switched access rates are just and reasonable for consumers. Qwest's intrastate switched

access rates are still well above its corresponding interstate rates. As I have explained

the Commission's objective in this case should not be to protect some carriers or to

Shana Direct Testimony, pp. 2, 11
Shand Direct Testimony, p. 3
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balance carriers' interests. It should be to advance consumer welfare by promoting a

more efficient rate structure and thereby facilitating competition on the merits. As the

largest carrier in Arizona, Qwest's rates have the greatest influence on average intrastate

access prices borne by laCs and, in tum, their customers. There is no sound public

policy reason to protect Qwest's access revenue How by preserving excessive rates at the

expense ofAlizona customers and in contravention of sound policy principles

STAFF ALSO PROPOSES THAT IXCS BE REQUIRED TO MAKE A FLLING
WITH THE COMMISSION TO DEMONSTRATE THAT THEY HAVE PASSED
THROUGH ACCESS RATE REDUCTIONS."' PLEASE COMMENT

I would caution the Commission that there are a number of practiced impediments to

actually enforcing such a requirement, at least if what Staff means is that AT&T would be

required to demonstrate 100% (or any other specific level of) pass-through. These

impediments would mice enforcement resource-intensive, for a requirement that is not

necessary. The evidence shows that market mechanisms will result in a significant degree

of flow-through in any event

Any carrier's retail rate structure consists of multiple rate plans, including discount plans

that may be available My for a defined period of time, recurring and non-recurring rates

and new and discontinued rate plans. In addition, a carrier's access expense is a

Shand Direct Testimony, p. 3
Shand Direct Testimony, p.13
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combination of the rates charged by each LEC, the particular combination depending on

the number of access minutes purchased firm each LEC. If some or all LECs reduce

their access rates, the amount by which IXCs' access expenses decline in total and on a

per-minute basis will vary firm one INC to another, and Hom one time period to another

With respect to the retail rates, a rational INC will respond to a reduction in access rates

by reducing retail prices, but how it reduces its retail prices could take many forms. For

example, it could offer discounts on existing plans, it could focus greater resources on

encouraging new customers to purchase existing discounted rate plans, it could focus

greater resources on encouraging customers to switch Hom existing higher-priced to

lower-priced rate plans, it could introduce new rate plans while keeping the old ones, it

could grandfather certain higher-priced existing rate plans while not introducing new

plans, it could reduce volume-sensitive (per minute) rates on existing plans; it could

reduce non-volume-sensitive rates on existing plans, it could increase the number of

minutes offered for a given Hat price, it could expand the times of day in which lower

rates apply, or any number of other possibilities. Any or all of these rate changes would

decrease the average price paid by customers for long distance services. I would expect

an INC to attempt to monitor the pricing changes of its competitors and to engage in a

certain amount of market research and triad and error to determine which lands of rate

plan changes would be most effective at profitably attracting more customers in response
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to its lower costs. Like any rate change the effects on customers' demand and usage, and

dlerefore die effect on average and total retail revenues, would be uncertain for the INC

and variable over time

The "access rate reduction" for each INC resulting from an ordered reduction in access

rates would have to be computed as the difference between an average rate paid by that

INC over a specified period of time before the rate change, and an average rate paid (or

total access expense) by flat INC over a specified period after the rate change. These

calculations will be sensitive to the time period chosen for analysis, as well as exogenous

factors outside the control of the INC, such as consumer switching between wireline Iced

and wireless service. VoIP. and other services. and overall economic conditions. That is

some (generally unpredictable) component of the measured change in total and average

access expenses will be the result of factors other than the change in access rates

The actual average "retail rate reduction" associated with reductions to access rate

elements would similarly have to be computed as the difference between an average paid

by consumers to that INC over some period of time before the access rate reduction and

an average paid by consumers to the INC over some period of time after the access rate

reduction. Alternatively, the reduction could be computed as total revenue reduction

rather than on a per-minute basis. In either case the reduction will depend on the time

88



Arizona Corporation Commission
Docket No. RT-00000H-97-0137

Docket No. T-00000D-00-0672
Reply Testimony of Dr. Debra J. Aron

period chosen and factors such as secular declines in wireline long distance demand

population growth, and economic conditions

Quantifying the amount by which actual access rate reductions were "passed darough" in

Arizona in order to assess whether the pass through meets a given standard would

therefore require comparing the measured reduction in average (or total) access rates paid

with the measured reduction in average revenues, and attempting to control for exogenous

factors. My point is not that this is necessarily impossible, but that such an analysis

would be very resource intensive and costly, and achieving results with high degrees of

confidence may in fact be impossible. It is not a mechanical exercise, and determining146

whether the pass through actually achieved by a given carrier in a single state was really

100% or any other specific level would require data and control variables that may or may

not be available. In fact, when asked in discovery whether they have passed through

access rate reductions in the states in which they provide long distance service, the

CLECs responded that they did not know and such a determination would require an

extensive special study ,,x49

This exercise is significantly more challenging than testing whether decreased access rates cause retail rates to
fall on average, as I did, because the latter can be tested by looking at the relationship between retail prices and
access rates across all states and multiple time periods
Joint CLECs' Responses to AT&T Data Requests ATT 1-10 andATT 1-11
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Such an analysis is not needed for the Commission to protect consumers' interests in

Arizona. As I explained in my Direct Testimony, IXCs have both a profit incentive and a

competitive impetus to decrease retail prices in response to reduced access rates, and the

data are persuasive that they in fact do so

STAFF CLAIMS THAT INTERSTATE ACCESS CHARGES ARE LOWER
THAN INTRASTATE RATES BECAUSE THE FCC INSTITUTED THE SLC
FOR WHICH THERE IS NO INTRASTATE EQUIVALENT IS THAT
CORRECT?

No. The equivalents to the SLC (the Subscriber Line Charge) in the intrastate arena are

local exchange prices themselves. The logic of creating the SLC was so that cost

recovery would more closely follow cost-causation, which means that the cost of the loop

should be recovered through flat-rated (not usage sensitive) charges imposed on

customers (not IXCs). The direct way to accomplish this is to increase retail prices to

customers for local exchange access. Unlike the Commission, however, the FCC does

not have the authority or jurisdiction over local exchange prices to do so. Hence, the

FCC adopted its next-best alternative, which was largely to permit the revenue reductions

from reduced interstate traffic-sensitive access rates to be recovered in Fixed (non-traffic

sensitive) fees (the SLC) that are charged to subscribers, not to coniers

Shand Direct Testimony, p.4
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In fact, the FCC has been very clear that its objective throughout the last 25 years of

access rate reform has been to reduce the subsidy burden on IXCs, and to modify the

interstate access rate structure so that it more closely follows cost causation and recovers

the costs of local service &om local service subscribers. In implemenMg the interstate

access regime in 1983, the FCC concluded as follows

The driving force behind our decision to move toward flat [charges] is our
commitment to promoting efficient use of the nationwide
telecommunications network and our recognition that pricing reform is
necessary to enable our society to maximize its efficient use of the
telecommunications network and realize the benefits possible Rom
increasing competition in die interexchange marketplace. Artificial
pricing structures, while perhaps appropriate for use in achieving social
objectives under the right conditions, cannot withstand the pressures of a
competitive marketplace. We see the imposition of moderate flat charges
on telephone subscribers as an effective, orderly and fair means of guiding
telecommunications pricing in the direction which it inevitably must tice
toward efficient, cost-based rates. The concept that users of the local
telephone network should be responsible for the costs they actually cause
is sound from a public policy perspective and rings of fundamental
fairness. It assures that ratepayers will be able to make rational choices in
their use of telephone service, and it allows the burgeoning
telecommunications industry to develop in a way that best serves the needs
of the country

Over a decade later, in its Access Charge Reform Order (1997), the FCC again clearly

articulated its objective to adhere to cost-causation principles as follows

Memorandum Opinion and Order, In the Matter of MTS and WATS Market Structure, Before the Federal
Communications Commission, CC Docket No. 78-72, Phase I, FCC 83-356, (released August 22, 1983), 97
F.C.C.2d 682 at 'H7
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The Commission has recognized in prior Rulemaking proceedings that, to
the extent possible, costs of interstate access should be recovered in the
same way that they are incurred, consistent with principles of  cost
causation. Thus. the cost of traffic-sensitive access services should be
recovered through corresponding per-minute access rates. Similarly, NTS
[non-traffic sensitive] costs should be recovered through fixed, flat-rated

The FCC's approach to rate reform has therefore been to modify interstate rates so that

the costs of local exchange service are recovered 'firm local exchange subscribers using

the pricing tools it had available. The Commission can achieve the same objective by

replacing subsidies embedded in intrastate traffic-sensitive carrier access rates with the

opportunity to recover costs via increased retail prices for local services

DOES THIS COMPLETE YOUR REPLY TESTIMONY?

First Report and Order,I n the Matter of Access Charge Reform and Price Cap Performance Review for Local
Exchange Carriers et al.,Before theFederalCommunications Commission, CC Docket Nos.96-262 and 94-1 et
al., FCC 97-158, (released May 16, 1997), 1124
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Arizona Docket Nos. RT-00000H-97-0137 and T-00000D-00-0672
Joint CLEC

Request No. 1

Question: In Docket WC Docket No. 06-147, Petition of the Embark Local Operating
Companies for Forbearance Under 47 U.S.C. § 160(c) from Application of
Computer Inquiry and Certain Title II Common-Carriage Requirements, the FCC
noted with respect to enterprise customers

We also observe the sophistication of the enterprise customers that tend to purchase
broadband telecommunications services. The Commission consistently has
recognized that customers that use specialized services, similar to the petitioner
specified services, demand the most flexible service offerings possible, and that
service providers treat them differently from other types of customers, both in the
way they market their products and in the prices they charge. These users tend to
make their decisions about cemrnunications services by using either
communications consultants or employing in-house communications experts. This
shows that customers are likely to make informed choices based on expert advice
about service offerings and prices, and thus suggests that these users also are likely
to be aware of the choices available to them. The Commission has further found
that the large reven us these customers generate, and theirneed for reliable service
and dedicated equipment, provide a significant incentiveto suppliers to build their
own faeilitieswhere possible, andto carry the traffic ofthese customers over the
suppliers' own networks. (Paragraph 23.) (Emphasis added.) Para 24. Even in
situations where competitors do not have the option of self-deploying their own
facilities or purchasing inputs from carriers other than the incumbent LEC, potential
providers may relyon special access servicespurchased tim the incumbent LEC
at rates subject to price regulation. (Paragraph 24) With respect to this statement
please answer the following questions

a. Does Dr. Aron agree with the FCC's assessment Mat the large revenues
these customers generate, and their need for reliable service and dedicated
equipment, provide a significant incentive to suppliers to build their own
facilitieswhere possible, andto carry the traffic of thesecustomersover the
suppliers' own networks." Further, please explain die extent to which the
same can be said where it concerns originating switched access services to
enterprise customers? To the extent that Dr. Aron believes that suppliers do
not have incentives to build their own facilities to serve such enterprise
customers, please (a) explain why that is so, and (b) do suppliers never have
such incentives, no matter how large the enterprise customers or does it
depend on the size of the customer (please explain.)?
Please admit or deny that In New Jersey Docket No. TX08090830, Dr. Aron
testified that special access services can be used to accommodate access
traffic and are a competitive alternative to switched access services. To the

I7/40-11f2344616
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c.

extent that Dr. Aron denies the statement, please discuss die extent to which
she does believe that special access services arid switched access services
are competitive alternatives for (i) originating traffic, and (ii) terminating
traffic
Please discuss the extent to which Dr. Aron believes that se1f~provisioning
of facilities offer an alterative to the CLECs' access facilities for
(i) originating tragic, and (ii) terminating traffic

Response
a. AT&T objects to this question on the grounds that it is irrelevant to this

proceeding and not reasonably calculated to lead to the discovery of admissible
evidence. Without waiving that objection, AT&T respondsas follows

It is not clear whether the question refers to special access dedicated facilities or
switched dedicated facilities (e.g., direct ticking facilities). AT&T assumes the
question implies the fanner, and the answer is "yes." With respect to originating
switched access to enterprise customers, for any given customer for w an Me cost of
building facilities to that customer is K, and for any level of switched access cost r
charged by the LEC sewing that customer, there will generally exist some finite level
of originating access minutes N*(r) such that if that customer's originating access
minutes of use exceeded N*(r) it would be optimal for a supplier to build a dedicated
facility to that customer to bypass the switched access. However, this case is about
refonrn of switched access charges levied for cdls to customers whose traffic volumes
are less than N*(r) and for whom it would therefore not be economical to build a
special access facility. Since the CLECs' switched access rates will not apply to the
special access or dedicated facilities being referenced, and because the availability of
special access for customers whose traffic volumes justify special access will not and
does not adequately discipline prices for switched access services (see response to
part (c) below) this question is irrelevant to this proceeding

b. RE New Jersey Dr. Aron's profiled written testimony did not address special
access. Her old testimony addressing special access consisted in its entirety
as follows

Cross Examination by Eric Krathwohl, counsel for the 9 Joint CLECs of New Jersey

MR. KRATHWOHL
2 Q Good afternoon, Doctor
3 A Good afternoon. sir
4 Q Is it correct that AT&T provides switched
5 access services
6 A AT&T, the company, the parent company, AT&T New
7 Jersey
8 Q Let's start with AT&T New Jersey
9 A AT&T, the broader company, does

17840-11/234-616
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10 I don't know about the various corporate
11 entities
12 Q And whichever entity does provide switched
13 access services, would you say that it has market
14 power with respect to such provision of services?
15 A Yes
16 Q Would you agree that switched access and
17 special access services are sometimes substituted?
18 A In some cases they are for certain types of
19 large business customers

See, Hearing Transcripts, before the State of New Jersey Board of Public Utilities
Decker No. TX08090830, September 15, 2009, p. 142

Self-provisioning of facilities provides an alternative to CLECs' access service as
described in (a) and articulated in (b). This alternative will not discipline the LEC's
access rates to a cost based level, however. To see this, let f(N) be the frequency
distribution of LEC i's customers as a function of the access usage N of each
customer. (I will treat f(-) as continuous but this is without loss of generality). Let
k Z0 be the per minute cost of providing switched access. Then i's profits from
switched access are

(f-/~=)nf(n)dn

where No is the access usage level of the eustomer(s) served by LEC i that has (have) the
lowest access usage, and N* (I) is as defined in (a). Maximizing profit with respect to 1°
yields the first order condition

"'~f(~)d~+(f*k)~(f*)f(~*(t*>>'tN*"*>

N*(f) satisfies the condltlon N #( ) r for all r. Hence * (f*) < 0
r

Therefore, r* strictly exceeds k as long as N0 is suictly less than N*(r*). But a rational
LEC would not choose Na>=N*(r*) because it would ensure zero profits while NQ<N*(1"")
will ensure positive profits

Responsible Person: Dr. Aron

17840--1/2344616
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Date Filing Company Statement

Mar-98 1997 10K McLeodUSA [Interstate] access rates make up a significant portion of the cost of
providing long distance service. The FCC has recently implemented changes
to its interstate access rules that result in restructuring of the access charge
system and changes in access charge rate levels. These changes reduce per-
minute access charges and substitute new per-line flat-rate monthly charges .
These actions, along with additional changes which may occur later this year
and in subsequent years, may reduce access rates, and hence the cost of
providing long distance service, especially to business customers. However,
the impact of the FCC's new decisions will not be known until those
decisions are lilly implemented over the next several years, during which
time those decisions may be revised.

Mar-98 1997 10K McLeodUSA States also regulate the intrastate carrier access services of the incumbent
local exchange carriers. The Company is required to pay access charges to
originate and terminate its intrastate long distance traffic. The Company
could be adversely affected by high access charges, particularly to the extent
that the incumbent local exchange carriers do not incur the same level of
costs with respect to their own intrastate long distance services.

Mar-98 1997 10K McLeodUSA [A] substantial proportion of  [McLeodUSA's subsidiary] ICC's revenues
are derived from access charges imposed on interexchange can'iers. Access
charge rate structures and rate levels have been modified by recent
regulatory changes, and further changes are possible. If such revisions result
in a reduction of ICC's revenues and gross margins, it could have a material
adverse effect on the Company.

Mar-98 1997 10K Electric
Lightwave

The [FCC's] new rules [regarding interstate access] substantially increase the
costs that ILE Cs subject to the FCC's price cap rules (price cap local
exchange carriers), recover through monthly, non-traffic sensitive access
charges and substantially decrease the costs that price cap LECs recover
through traffic sensitive access charges. In the May 16 order, the FCC also
announced its plan to bring interstate access rate levels more in line with
cost. The manner in which die FCC implements this approach tO lowering
access charge levels may have a material adverse effect on the Company's
ability to compete in providing interstate access services.
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Date Filing Company Statement

Mar-99 1998 10K McLeodUSA The FCC and various states are considering changes to access charge rate
levels and related issues involving support for universal service and other
public policy objectives. The impact of these changes on us and our
competitors is not yet clear. We could be adversely affected if we do not
experience access cost reductions proportionally equivalent to those of our
competitors, if our competitors receive a disproportionate share of universal
service revenues, or if regulation of incumbent local exchange carriers'
access services is reduced. As long as new Internet-based competitors
continue to be exempt from these charges, they could enjoy a significant cost
advantage in this area.

Mar-00 1999 10K tw Telecom If regulatory decisions permit the ILE Cs to charge CAPs and CLECs
substantial fees for interconnection to the ILE Cs' networks or afford ILE Cs
other regulatory relief such decisions could also have a material adverse
effect on the Company. However, the Company believes that the negative
effects of the 1996 Act may be more than offset by:
. the increased revenue available as a result of being able to address the
entire local exchange market,
. reciprocal compensation with the ILEC,
. obtaining access to off-network customers through more reasonably priced
expanded interconnection wide ILEC networks, and
. a shift by IXCs to purchase access services from CAPs and CLECs instead
of ILE Cs .
There can be no assurance, however, that these anticipated results M11 offset
completely the effects of increased competition as a result of the 1996 Act.

Mar-00 1999 10K to Telecom [T]he FCC is considering proposals to decrease ILEC per-minute access
charges, while imposing regulation on CLEC access charges to restrict rates
to levels below an established bencliinnark. Although the Company's business
plans have reflected downward pressure on access rates and their impact,
these regulatory developments may potentially result in lower rates Dian
anticipated. . Management believes that increased volume in services and
markets served will offset the impact of switched access rate reduction.
However, the degree and tiring of the regulatory developments cannot be
predicted. In addition, there is no assurance that the Company will be able to
compensate for the reduction in switched access revenue from rate reform
with other revenue sources.
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Date Filing Company Statement

Mar-01 2000 10K XO Long distance carriers pay local carriers, including us, interstate access
charges for both originating and terminating the interstate calls of long
distance customers on the local carriers' networks. Historically, the RBOCs
set access charges higher than cost and justified this pricing to regulators as a
subsidy to the cost of providing local telephone service to higher cost
customers. . The method selected and the timing of a FCC decision to
lower access charge levels or a FCC decision requiring that competitors'
access rates be set through negotiation randier than tariffing may reduce
access charge revenue that we receive from long distance carriers. Although
a FCC decision lowering access charges may reduce our access charge
revenues, we do not expect that such a reduction would have a material
impact on our total revenues or f inancial position.

Mar-02 2001 10K XO [T]he FCC issued a decision in 2001 setting the rates that competitive local
carriers charge to long distance carriers at a level that will gradually decrease
over the next three years Although this FCC decision lowering access
charges will reduce our access charge revenues over time, we do not expect
that such a reduction will have a material impact on our total revenues or
financial position.

Feb-03 2002 10K iv Telecom In May 2000, the FCC ordered a substantial reduction in ILEC per-minute
access charges and an increase in the flat monthly charge paid by local
residential service subscribers for access to interstate long distance service.
The FCC also released an order effective in June 2001 that subjects CLECs'
interstate switched access charges to regulation. Effective with that order,
our rates were reduced and will continue to decline through June 2004 to
parity with the ILEC rates competing in each area.. There is no assurance
that any legal challenge [to this order] will be successful or that a successful
challenge will change the trend toward lower access charges. The ILEC
access reform decision, as well as the CLEC access charge regulation have
resulted in reductions in the per-minute rates we receive for switched access
service in 2001 and 2002 and will result in iilrther reductions through June
2004. There is no assurance that we will be able to compensate for
reductions in switched access revenue resulting firm the FCC order with
revenue from other sources.
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Date Filing Company Statement

Mar-05 2004 10K Eschelon We purchase long distance service on a wholesale basis from an INC who
pays access fees to local exchange carriers for the origination and
tenninadon of our long distance communications traffic. Generally, intrastate
access charges are higher than interstate access charges. Therefore, to the
degree access charges increase or a greater percentage of our long distance
traffic is intrastate, our costs of providing long distance services will
increase, As a local exchange provider, we bill long distance providers
access charges for the origination and termination of those providers' long
distance calls. Accordingly, in contrast with our long distance operations,
our local exchange business benefits from the receipt of intrastate and
interstate long distance traffic. . The result of any changes to the existing
regulatory scheme for access charges or a determination that we have been
improperly recording the jurisdiction of our communications traffic could
have a material adverse effect on our business

Mar-05 2004 10K Eschelon Our costs of providing long distance services, and our revenues for
providing local services, also are affected by changes in access charge rates
imposed on CLECs. Pursuant to the FCC's 2001 CLEC Access Charge
Order, which lowered the rates that CLECs may charge long distance
carolers for the origination and termination of calls over local facilities,
access rates were reduced during Fiscal 2003 and Fiscal 2004. AT&T and
Sprint have appealed the CLEC Access Charge Order to the D.C. Circuit,
arguing that the FCC's benchmark rates are too high.

2004 10K Eschelon The FCC has stated that existing intercarrier compensation rules constitute
transitional regimes and has promised to reform them. . Because we both
make payments to and receive payments from other carriers for the exchange
of local and long distance calls, we will be affected by changes in theFCC's
intercarrier compensation rules. We cannot predict the impact that any such
changes may have on our business.

Mar-07 2006 10K PAETEC In general, the FCC benchmark rate policy may prevent PAETEC from
raising its access charges with respect to the provision of some carrier
services and its reciprocal compensation rates substantially above specified
levels. Current FCC policies and regulations also have helped to maintain or
reduce the rates that PAETEC's competitors may charge PAETEC for
similar wholesale carrier services. As a result, PAETEC currently is able
substantially to pass through cost savings to its network services customers.
Nevertheless, the outcome of FCC's decisions on intercanier compensation
reform and its effect on PAETEC's business and the businesses of its
competitors cannot be predicted.
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DQCKET No. RT-00000H-97-0137
DOCKET No. T-00000D-00-0672

AT&T COMMUNICATIONS OF THE MOUNTAIN STATES. INC
AND TCG. PHOENIX

REJOINDER TESTIMONY OF DR. DEBRA J. ARON

I. Introduction

ARE YOU THE SAME DR. DEBRA J. ARON WHO SUBMITTED DIRECT AND
REPLY TESTIMONY IN THIS PROCEEDING?

WHAT IS THE PURPOSE OF YOUR REJOINDER TESTIMONY?

I am responding to the Reply Testimony of Lisa Hensley Eckert on behalf of Qwest

Corporation and Qwest Cormnunications Company (hereafter referred to as "Qwest"), the

Reply Testimony of Don Price filed on behalf of Verizon California, Verizon Business

Services, and Verizon Long Distance (hereafter referred to as "Verizon"), the Reply

Testimony of Douglas Garrett on behalf of Cox Arizona Telcom; and the Reply

Testimony of Douglas Denney filed on behalf of Eschelon Telecom of Arizona,

Direct Testimony of Dr. Debra J. Aron on Behalf of AT&T Communications of the Mountain States, Inc. and
TCG Phoenix, In the Matter of the Review and Possible ReviSion of Arizona Universal Service Fund Rules
Article 12 of the Arizona Administrative Code and In the Matter of the Investigation of the Cost of
Telecommunications Access,Before the Arizona Corporation Commission, Docket Nos. RT-000001-I-97-0137
and T-00000D-00-0672, (hereafterAron Direct Testimony),December 1, 2009, and Reply Testimony of Dr
Debra J.Aron on Behalf ofAT&T Communications of the Mountain States, Inc. and TCG Phoenix.In the
Matter of the Review and Possible Revision of Arizona Universal Service FundRules, Article 12 of the Arizona
Administrative Code and In the Matter of the Investigation of the Cost of Telecommunications Access,Before
the Arizona Corporation Commission, Docket Nos. RT-00000H-97-0_37 and T-00000D-00-0672, (hereafter
Aron Reply Testimony), February 5, 2010
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Mountain Telecommunications, Electric Lightwave, McLeodUSA Telecommunications

Services, tw Telecom of Arizona, and XO Communications Services (hereafter referred to

collectively as "Joint CLECs")

4 Q: DO YOU HAVE ANY COMMENTS REGARDING YOUR PREVIOUS
TESTIMONY?

Yes. As I observed in my Reply Testimony, Tables 1, 2 and 3 of my Direct Testimony

report the figures that ALECA and the CLECs provided in discovery for their average

access rates. However, my subsequent review of the data provided by tw Telecom

uncovered a problem with the way tw Telecom had computed its average rate. Tw

Telecom did not use the methodology that I would have expected and that Qwest

Verizon, and AT&T used to calculate its average rate. Indeed, I found that tw telecom's

Reply Testimony of Douglas Denney on Behalf of Eschelon Telecom of Arizona, Inc.; MountaiN
Telecommunications, Inc., Electric Lightwave, LLC, McLeodUSA Telecommunications Services, Inc. d/b/a
PAETECBusiness Services, tw Telecom of Arizona lac, and XOCommunications Services. Inc.. In the Matter
rfthe Review and Possible Revision of Arizona Universal Service Fund Rules, Article 12 oftheArizOna

Administrative Code and In the Matter of the Investigation of the Cost of Telecommunications Access,Before
the Arizona Corporation Commission, DocketNos.RT-00000H-97-0137 and T-00000D-00-0672, (hereafter
Denney Reply Testimony),February 5, 2010; Reply Testimony of Douglas Garrett on Behalf ofCox Arizona
Telcom, L.L.C., In the Matter of the Review and Possible ReviSion of Arizona Universal Service Fund.Rules
Article 12 of the Arizona Administrative Code and In the Matter of the Investigation of the Cost of
Telecommunications Access,Before. the Arizona Corporation Commission, Docket Nos. RT-00000H-97-0137
and T-00000D-00-0672, (hereafter Garrett Reply Testimony), February 5, 2010, Reply Testimony of Lisa
Hensley Eckert on Behalf ofQwest Corporation, In the Matter of the Review and Possible Revision ofArzZona
Universal Service Fund Rules, Article 12 of the Arizona Administrative Code and In the Matter o
Investigation of the Cost of Telecommunications Access, Before the Arizona Corporation Commission,Docket
Nos. RT-00000H_97_0137 and T-00000D-00-0672, (hereafter Eckert Reply Testimony),February 5, 2010; and
Reply Testimony of Don Price on Behalf of Verizon,In the Matter of the Review and Possible ReViSion of
Arizona Universal Service Fund Rules, Article IZ of the ArizonaAdministraave Code and In the Matter 0
Investigation of the Cost of Telecommunications Access,Before the Arizona Corporation Commission, Docket
Nos. RT-00000H-97-0137 and T-00000D-00-0672, (hereafterPried Reply Testimony),February 5, 2010
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computed rate was less than half the rate it would have reported if it had calculated its

rate using the same methodology as Qwest, Verizon/MCI and AT&T. In order to

confirm whether the average rates of the ALECA members and the other CLECs as

provided in the first round of discovery suffered from the same inconsistency as the rate

tw Telecom provided in discovery, AT&T requested additional information in discovery

I confirmed that Verizon/MCI calculated its rates consistent with the methodology of

Qwest and AT&T. However, Integra and XO reported revenues and minutes for

elements flat are not rated on a minute-of-use basis, which caused their intrastate access

rates to be understated and their interstate rates to be overstated. Although Cox provided

additional data in response to AT&T's discovery request, what was provided was not

responsive to the request and did not provide information that would allow me to

determine whether its average rates were consistently calculated. Regarding tw Telecom

I understand that iw Telecom identified an error in the data that it had originally provided

in discovery in response to Staff-an error that was separate &on the calculation issue

that triggered my review of the rates and AT&T's additional discovery requests. Tw

Telecom has revised its initial discovery response to Staff, but has not responded to

AT&T's discovery request seeldng to clarify tw Telecom's calculation methodology. The

data tw Telecom provided in its revised response to Staff provided new data that do not

appear to be a modification of the data it originally provided but rather appear to be an
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entirely different data draw. Because the new data were provided without the level of

detail (disaggregation) that tw Telecom originally provided Mth its initial discovery

response, and because tw Telecom did not respond to AT&T's request, I am unable to

determine whether the revised rates are based on the same inconsistent formula as the

original data or whether tw Telecom has corrected the problem I discussed in my reply

testimony. It appears, however, that the revised rates are based on the same inconsistent

formula, in light of the fact that the (new) average rate tw Telecom is reporting is vastly

inconsistent with the rates that appear in its tariff. Specifically, according to tw Telecom's

revised discovery response, its average blended intrastate access rate is [BEGIN

HIGHLY CONFIDENTIAL INFORMATION] [END HIGHLY

CONFIDENTIAL INFORMATION] cents, while based on its tariffed rates (reported

below in Figure 1) its intrastate originating access rate is 3.61 cents and its intrastate

terminating access rate is 4.41 cents," both of which are far in excess of tw telecom's

reported average price. There is no weighted average of those two numbers that can lead

to an average rate of [BEGIN HIGHLY CONFIDENTIAL INFORMATION] _

[END HIGHLY CONFIDENTIAL INFORMATION] cents. Hence, it would appear

that the average rate tw Telecom provided in its amended response to Staff is substantially

understated

These are the same rates reported by the Joint CLECs' own witness, Mr. Denney, at Table 1 of his Direct
Testimony
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At the time of this writing, PAETEC has also not provided the requested information, and

therefore its reported average rites cannot be compared to those of Qwest or any other

carrier. The rates shown in my Table 2 for PAETEC Can only be interpreted as a lower

bound on that carrier's comparable average rates

Below are Tables 2 and 3 with the corrected average rates for XO and Integra

I understand that Leve]3 has withdrawn participation 'm this Docket and has also not provided updated
information. Therefore I am deleting Levels's access rates from my updated table
Verizon/MCI's recomputadon of the average access rates uses local switching minutes, so they are comparable
to Qwest's and require no revision
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Table 2 of Aron Direct Testimony (Revised)

Arizona CLEC Access Charges to Wireline IXCs
for Call Origination and Call Termination. Services

Bracketed Numbers are Those For Which Necessary Correction is Unknown Due to
Inadequate Data Provided in Discovery

[BEGIN HIGHLY CONFIDENTIAL INFORMATION]

[END HIGHLY CONFIDENTIAL INFORMATION]

Average of TCG, AT&T, and SBC LD

Average of Electric Lightwave, Eschelon, and Mountain Communications

10
11

Sources: CLEC responses' to Sta/Ts Data Request STF 1.1 and Integra 's response to AT&T's
Request 4. I
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Table 3 of Aron Direct Testimony (Revised)

Arizona LEC Charges for Call Termination

BracketedNumbers are Those For Which Necessary Correction is Unknown Due to
Inadequate Data Provided in Discovery

[BEGIN HIGHLY CONFIDENTIAL INFORMATION]

[END .HIGHLY CONFIDENTIAL INFORMATION]

15
16
17
18

For Integra, intraMTA rates are the average of Electric Lightwave and Eschelon, computed
as total reciprocal compensation revenues divided by reciprocal compensation minutes billed
to wireless carriers. Integra's intrastate and interstate recess rates are the average of Electric
Lightwave, Eschelon, and Mountain Communications

Sources: Qwest Supplemental Responses to AT&T's Data Requests 3.9, Cox Communications
and Verizon Responses to AT&T's Data Request 2.9; Integra Responses to AT&T's Data
Request 2.8; Parties ' Responses to Sta}f's Data Request STF1.1; and Integra 's Response to
AT&T's Data Request 4. I

I have modified the title of Table 3 to clarify that the intrastate and interstate access rates shown are not the
termination rates, but the average rate over origination and termination, for "one side" of a toll call (origination
or termination but not both)
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The changes in Table 2 also affect Figure 1 in my Direct Testimony. lam providing an

updated version of Figure 1 as Exhibit DJA-Rejoinder 1

3 Q: PLEASE SUMMARIZE YOUR CONCLUSIONS FROM YOUR REVIEW
OF THE SUPPLEMENTAL DATA PROVIDED IN DISCOVERY SO FAR.

Shave found that Qwest, Verizon, and AT&T calculated their rates on a consistent basis

To the extent the other parties provided any data, the data show that they used a

methodology to calculate their average rates that understate their average rates so that

they appear to be closer to Qwest's rates than they would if computed on an apples-to

apples basis. The fact that McLeod USA (PAETEC), tw Telecom, and Cox have not

provided sufficient data to determine how their rates were calculated calls their reported

rates into question. The fact that tw Telecom's reported average blended rate is far out of

line with its tariffed rates further calls tw telecom's reported rate into question. I would

advise the Commission to view the reported rates of these three CLECs as lower bounds

on their actual average rates, and therefore as lower bounds on the degree of monopoly

markup contained in those rates

I have also modified the labels for the intrastate and interstate average rates to clarify that the rates shown are
the average rate over origination and termination, for "one side" of.a toll call (origination or termination but not
both). I also replaced Integra's local termination rate so that, consistent with the other numbers in the chart, it is
based on 2008 rather than 2009 revenues and minutes
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1 Q DO YOU HAVE ANY COMMENTS ON THE REPLY TESTIMONIES
FILED BY THE PARTIES OVERALL?

Yes. With respect to the issues I have addressed in my testimony, the Reply testimonies

provided very little in the way of arguments or analyses that I had not either already

addressed in my Direct Testimony and/or in my Reply Testimony. Hence, I will keep my

comments brief in this round and refer the Commission to the extent possible to my

earlier testimony. One of the most significant areas of dispute between the parties

however, is that Qwest's proposal (supported by Verizon, ALECA, and Staff) is to reduce

all LECs' intrastate access rates to Qwest's intrastate access rate, while AT&T's proposal

(supported by Sprint) is to reduce all ILE Cs' intrastate rates to dleir interstate rate and all

CLECs' intrastate rates to the intrastate rate of the competing ILEC. In addition, Qwest's

proposal, like AT&T's, is to penni the ILE Cs only partial recovery of forgone revenues

Hom an expanded AUSF bird, with the opportunity for the rest of the forgone revenues

to be recovered via increased retail rate caps. ALECA requests ad] forgone revenues to be

recovered from an AUSF fund. believe it will help advance the Commission's thinking

to provide an analysis of the differences between these proposals, which I provide in

Section II

I I . Comparison of QwestNerizon proposal vs. AT&T/Sprint proposal

THE ILECS IN THIS PROCEEDING (QWEST, VERIZON, AND ALECA) HAVE
PROPOSED TO CAP THE ACCESS RATES oF ALL PARTIES AT QWEST'S
INTRASTATE ACCESS RATE WHAT ARE THE PRACTICAL
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IMPLICATIONS OF THIS PROPOSAL WS A vis AT&T'S PROPOSAL TO
CAP THE ILECS' ACCESS RATES AT THEIR INTERSTATE LEVEL AND
THE CLECS' RATES AT THE RATES OF THE COMPETING ILEC?

The differences in the practical effect of these proposals fall into three categories: the

effect on long distance customers and economic efficiency via lower average access

rates, the effect on arbitrage opportunities, and the effect on AUSF funding

The biggest difference in practical terms-that is, in terms of how the proposals will

affect overall average access rates, retail toll prices, overall LEC revenues, economic

efficiency, and consumer welfare is that under the Qwest proposal, Qwest will be able

to charge intrastate access rates that are double the rates Qwest would be required to

charge under AT&T's proposal. Quantitatively, this is the most important single

difference between the proposals because Qwest accounts for [BEGIN HIGHLY

CONFIDENTIAL INFORMATION] [END HIGHLY

CONFIDENTIAL INFORMATION] of all intrastate access minutes in Arizona." If

f\u1nct nm# required to 1°nr111r~n 1'l'nu.uv  LLL! -vuuoo .l.u.1..u» :l
Han nirnrn tnAun+1 nmLiv u v VA. (Lil Liu usu the average

intrastate access rates paid by ]XCs in Arizona will be substantially muted and the effect

on reducing long distance prices will be correspondingly muted as well. Moreover, I

understand that AT&T's elimination of its in-state connection fee (ISCF), which would

This estimate is based on the sum of intrastate minutes reported by all carriers that provided information for this
proceeding

10



Arizona Corporation Commission
Docket No. RT-00000H-97-0137

Docket No. T-00000D-00-0672
Rejoinder Testimony of Dr. Debra J. Aron

be a significant benefit to consumers, occurs only if intrastate access rates are reduced to

interstate levels (i.e., AT&T's proposal)

In addition to the effect on Qwest's rates, under the ILEC proposal the average rate

charged by ALECA companies would be higher than under the AT&T proposal. The

effect would differ for each ALECA member. however. There would in fact be several

ALECA members that would charge more under AT&T's proposal than Linder Qwest's

but dlese are very small coniers and they collectively account for less than one fourth of

the total ALECA intrastate access minutes. Hence, overall, the average intrastate access

cost to D{Cs charged by ALECA members would be lower under AT&T's proposal than

under Qwest's

In addition, each CLEC would charge less under AT&T's proposal than under Qwest's

Therefore, because the rates for intrastate access paid by I.XCs would be lower overall

under AT&T's proposal than under Qwest's, intrastate long distance customers in

Arizona would experience significantly greater benefit under AT&T's proposal than

under Qwest's proposal, and economic efficiency would be greater under AT&T's

proposal than under Qwest's
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1 Q: HOW WOULD THE TWO PROPOSALS DIFFER WITH RESPECT TO
ARBITRAGE OPPORTUNITIES?

While there is more than one form of arbitrage related to distorted access rates, Qwest's

proposal will not solve any arbitrage problem, while AT&T's will solve the one form of

arbitrage that can be solved by divs Commission, interstate-intrastate traffic diversion

There are two general kinds of arbitrage that are relevant for these discussions: arbitrage

involving diversion of traffic Nom one jurisdiction to another to take advantage of the

differences in rates, and arbitrage involving'schemes such as call-pumping that take

advantage of the difference between the rate and the cost of providing the service

In fact, both kinds of arbitrage are better managed by AT&T's proposal than by Qwest's

Regarding traffic diversion, AT&T"s proposal eliminates the difference between

interstate and intrastate rates, thereby eliminating traffic-diverting arbitrage between

interstate and intrastate traffic. Qwest's proposal perpetuates differences between

interstate and intrastate rates and is thereby inferior for reducing traffic shifting forms of

arbitrage

Regarding call-pumping and similar schemes, AT&T's proposal is superior as well. For

almost all tragic, under AT&T's proposal the intrastate rate will be closer to the ALEC's

cost of providing access functionality, thereby affording less opportunity for arbitrage

For those ALECA members who would charge a higher intrastate rate under AT&T's

proposal, the opportunity for call-pumping-type arbitrage is effectively the same under
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either proposal, because in either case the best opportunity for call pumping would be

against the interstate rate, which would be unaffected by both proposals. Qwest appears

to suggest that call-pumping-type schemes would be more effectively limited by its

proposal," but this assertion is incorrect. It fails to recognize that reducing the intrastate

rate below the interstate rate will not decrease call-pumping arbitrage opportunities

relative to reducing intrastate rates to interstate rates, because in either case the canter

can arbitrage against the interstate rate. This Commission does not have control over

arbitrage opportunities created by interstate access rates, reform of which requires FCC

action. Hence, this Commission cannot fully solve the problem of call-pumping arbitrage

through any form of intrastate access reform. While not a full solution, AT&T's proposal

would be more effective than Qwest's proposal at limiting call-pumping incentives

which is the relevant issue before this Commission

See, Qwest's Response to AT&T Data Request 5-001,and Eckert Reply Testimony,p. 3
Qwest references in testimony and in discovery (Qwest's Response to AT&T Data Request 5-001, and Eckert
Reply Testimony,p. 3) a third form of arbitrage, in which VoIP providers dirt arrange with LECs to deliver their
originating VoIP traffic to 'the PSTN will contract with the LEC with high access fees, presumably in order to
share in the revenue from the high access fees. This form of arbitrage, however, would also not be eliininated
by Qwest's proposal. Indeed, under either Qwest's or AT&T's proposal, VoIP providers with an inclination to
engage in this form of arbitrage would continue to have the ability and incentive to shop for the LEC with the
highest originating interstate switched access rates, which would be the seine under either proposal, and route
all its traffic through that LEC. Hence, again, full resolution of this form of arbitrage requires FCC action on
interstate rates. which are not under this Commission's control
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Q: HOW DO THE TWO PLANS DIFFER WITH RESPECT TO THEIR
BURDENS ONUNIVERSAL SERVICE?

Dr. Oyefhsi has shown that Qwest can reduce its intrastate rates to its interstate levels and

recover the forgone revenue entirely from rate increases without undue burden on

consumers and no burden on universal service funds." Therefore, with respect to Qwest

there need not be any difference between die proposals as to their effect on AUSF

Regarding the ALECA members, the difference between the plans depends, of course, on

the extent to which forgone revenues are recovered through retail rates rather than

through an AUSF fund. Dr. Oyefusi testified in his Reply Testimony that ALECA's

proposal, which is the same as Qwest's proposal regarding access rates, combined with

the proposal to recover all forgone revenues through USF funds, would be more

burdensome on USF iimds than AT&T's proposal (which includes partial recovery via

retail rates and partial recovery via AUSF funding)

Direct Testimony of Dr. Ola OyeNisi on Behalf of AT&T Communications of the Mountain States, Inc. and
TCG Phoenix, In the Matter of the Review and Possible ReviSion of Arzeona Universal Serviee Fund Rules
Article 12 of the Arizona Administrative Code and In the Matter of the Investigation of the Cost of
Telecommunications Access, Before the Arizona Corporation Commission, Docket Nos. RT-00000H-97-0137
and T-00000D-00-0672, December 1, (hereafter,Oyefusi Direct Testimony),p. 61, footnote 68
Reply Testimony of Dr. Ola Oyefusi on Behalf of AT&T Communications of the Mountain States, Inc. and
TCG Phoenix, In the Matter of the Review and Possible Revision of Arizona Universal Service Fund Rules
Article 12 of the Arizona Administrative Code and In the Matter of the Investigation of the Cost of
Telecommunications Access, Before the Arizona Corporation Commission, Docket Nos. RT-00000H-97-0137
and T-00000D-00-0672, FcbTl.\3I'y 5, 2010, pp. 20-21
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1 Q: ARE THERE
PROPOSALS?

SIMILARITIES BETWEEN QWEST'S AND AT&T'S

Yes. Unlike ALECA's proposal, both Qwest and AT&T advocate for at least partial

recovery of the LECs' forgone access revenues through increased caps on retail prices

and the use of a benchmark. Both Qwest and AT&T acknowledge that at least in the

short Mn, some revenue recovery may be necessary through an AUSF time, but that this

should be balanced with the more economically efficient mechanism of at least partial

recovery through increased retail prices. ALECA, in contrast (and alone among all the

parties), asserts that it is entitled to recovery of all forgone access revenues via draws

from an expanded AUSF fund

PLEASE SUMMARIZE YOUR COMPARISON OF THE TWO PLANS

Shave summarized the key features of the plans in the following table
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Qwest Proposal AT&T Proposal ALECA Proposal
Access reform is
necessary and should
happen now

Yes Yes Yes

Carriers should be
permitted the
opportunity to recover
revenues forgone due
to access reform

Yes Yes Yes

Intrastate access rates
should be reduced for:

A11 LECS except
Qwest

A11 LECS ALECA members and
possibly CLECs

ILE Cs" intrastate
access rates should be
reduced to :

Qwest's intrastate
access rates

Their own interstate
access rates

Qwest's intrastate
access rates

CLECs' intrastate
access rates should be
reduced to:

Qwest's intrastate
access rates

The intrastate rates of
the competing [LEC
in their territory

No specific proposal
regarding CLECs

Access rates should
be reduced:

mediately for
CLECs. Rural
ILE Cs' rates should
be reduced over a
period of 1 to 3 years

Immediately Over a period
between 1 and 2 years

Forgone revenue
should be recovered
via:

Retail rate increases,
the schedule of which
will be established
through a Rulemaking
process, combined
with AUSF support

Staged retail rate
increases with AUSF
support initially and
declining as retail
rates increase

Entirely through
AUSF support

Eliminates disparity
between interstate and
intrastate rates?

No Yes No

Expected reductions
in call-pumping-type
arbitrage?

Yes Yes, to a greater
extent than the other
two proposals

Yes

Expected reduction in
retail toll prices?

Muted Greatest Muted
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AT&T's plan is superior to the Qwest plan. It generates greater consumer benefits and

greater increases in efficiency. While neither plan can entirely eliminate arbitrage

opportunities, AT&T's plan provides superior reductions in opportunities for call

pumping arbitrage, and much superior reductions in traffic-shifting arbitrage

opportunities. AT&T's plan need not require more AUSF funding than Qwest's plan-in

fact, compared to ALECA's plan to recover all forgone access revenues via AUSF

funding, AT&T's plan places a reduced burden on AUSF funds

III.Response to the Replv Testimonv of Don Price on Behalf of Verizon

MR PRICE OF VERIZON CALLS INTO QUESTION AT&T'S DESCRIPTION
O F T H E  ACCE S S  RE FO RM PO L ICIE S  IN A NUMB E R O F S T AT E S
CLAIMING THAT AT&T'S PROPOSAL IS "NOT THE NORM" FOR STATES
THAT HAVE PROCEEDED WITH INTRASTATE ACCESS REF()RM_1* IS THE
PROPOSAL SUPPORTED BY VERIZON "THE NORM" OF ACCESS
REFORM?

No. While I believe there is no single access reform plan that can be called "the norm

over all 34 states that have engaged in access reform over the last 15 years, I am aware of

only one state that has adopted a plan akin to the one Verizon supports. In contrast14

there are several states that have adopted the parity requirement that ILE Cs must mirror

PHee Reply Testimony,p. 48 and footnote 100
That state is Maryland. Massachusetts, Ohio, and Texas require all CLECs to minor their intrastate access rates
to the intrastate rate of the largest ILEC in the state, but also require the largest ILEC to minor its intrastate
rates to its interstate rates. Hence, these plans are effectively the same as AT&T's plan with respect to ILEC
rates, and are identical for CLECs that operate in the territory of the largest ILEC in the state
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their intrastate rates to their interstate rates, as in AT&T's proposal." And many states

have required CLECs to cap their rates at the rate of the competing ILEC in its ten'itory

as in AT&T's proposal. States that have adopted plans akin to AT&T's proposal10

regarding CLEC and ILEC rates-i.e., they require ILE Cs to establish parity between

their interstate and intrastate rates, and require CLECs to cap their rates at the ALEC's

rate- include Ohio, Texas, and New Jersey. In New Jersey Verizon proposed the same

plan it is supporting here in Arizona and the Board of Public Utilities raj acted it

Georgia (all ILE Cs), Indiana (major ILEC and rural ILE Cs), Kansas (all ILE Cs), Kentucky (major ILEC)
Michigan (all ILE Cs), Nevada (major ILEC), Wisconsin (major ILEC), Mississippi (major ILEC), Tennessee
(major ILEC), West Virginia (major ILEC), Ohio (all LECs), Texas (ILE Cs with over 4 million lines and
CLECs), Maine (all LEcs), New Mexico (all LECs), Massachusetts (major ILEC and CLECs), and New Jersey
(all LECs). In>Michigan, the mirroring requirement was imposed only on LECs with over 250,000 lines in the
state until December of last year, when the legislature passed a new law that requires all LECs to mirror
interstate rates over a phase-in period
LotUsiana, New Hampshire, Virginia, Washington, Missouri, New York, and Pennsylvania. Washington caps
only terminating rates. Missouri, New York and Pennsylvania allow for a lifting of the cap if die CLEC can
demonstrate higher costs. No CLEC has done so to my knowledge
In addition, Mr. Price is incorrect in his characterization of the Wisconsin statute. The Wisconsin statute
requires all price regulated LECs to reduce their intrastate rates to interstate levels, not just price-regulated
carriers with over 150,000 lines. The statute provides a longer timeline for carriers with fewer than 150,000
lines to reduce Men intrastate rates to their interstate levels, and does not require those can-iers to reduce their
CCL all the way to zero. Mr. Price is also incorrect about Il'l(ll3I]2.; While the Indiana statute simply has a
provision that. intrastate switched access rates that are in parity with interstate rates shall be deemed just aha
reasonable, the Indianacommission has ordered AT&T and rural ILE Cs to mirror interstate rates. See,Opinion
Petition oflndiana Eell Telephone Company, Incorporated for Waiver of Requirements oft re Orders in Cause
No. 39369 and to ContinUe the "Instant" Mirroring of Inter-State Aecess Tartfs, Before the Indiana Utility
Regulatory Commission, Cause No. 43262, June 27, 2007 ("The Commission has a long history of requiring
that intrastate access rates mirror interstate access rates. The policy was reaffirmed in Cause 39369 and
supported by the mirroring obligations set out in AT&T Indiana's alternative regulation plans approved in 200 l
and 2004. The practice of mirroring was most recently reaffirmed for rural local exchange carriers (RLECs)
in the Cornlnission's March 17, 2004, Final Order in Cause No. 42144")
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MR PRICE INVOKES YOUR TESTIMONY IN SUPPORT OF VERIZON'S
OPPOSITION TO EXPANDING THE AUSF FUND." PLEASE COMMENT

I agree with Mr. Price that the most economically efficient means of replacing revenue

that would be forgone to ALECA members as a result of access reform would be by

providing them the opportunity to increase retail prices rather than and to the exclusion of

any recovery from an AUSF fund. However, Hom a policy perspective, I recognize that

the Commission faces the pragmatic problem that it may not want to impose the entire

recovery on customers in a single-stroke-increase in retail prices, because of the possible

rate shock effect on the affected customers. It is efficient and, in my view, equitable, for

customers to bear the costs they cause and that can only be done ii eventually, access

revenues forgone are recovered entirely via increased retail rates. But if the Commission

is concerned about rate shock to consumers a reasonable approach to access reform

would be_to reduce access rates immediately, in order to achieve the efficiency and

consumer benefits I have discussed, and ease in the necessary retail rate increases, in

order to limit rate shock, using the AUSF as a transitional buffer. AT&T has proposed a

number of illustrations of how this gradual adjustment would work

Price Reply Testimony, p. 26
Oy4usi Direct Testimony, pp. 63-68
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IV.Response to the Replv Testimony of Douglas Garrett on Behalf of Cox Arizona
Telcom

3 Q MR. GARRETT OF COX OPINES THAT "SETTING A CAP [ON CLEC
ACCESS RATES] WITH FLEXIBILITY TO ESTABLISH RATES MODESTLY
ABOVE THE ILEC WOULD RECOGNIZE THE DIFFERENCES IN CLEC
NETWORKS AND COSTS, WHILE AVOIDING THE COSTLY AND LIKELY
CONTENTIOUS EXAMINATION OF INDIVIDUAL CLEC cosTs."'" IS TI-IIS
A SOUND PROPOSAL?

No. There is absolutely no evidence in the record zt.hat CLECs' costs of providing

switched access services are higher than ILE Cs' costs. If they are higher, there is no

evidence that they are "modestly" higher, 10% higher or any other particular amount

higher. The CLECs cannot have it both ways. If they want prices based on their costsf-

which, as I have explained is not consistent with sound economic principles of

competition, which would lead to CLEC prices capped at the ILE Cs' rates-they must

submit to examination of their costs in the context of a cost proceeding. If they want to

avoid the scrutiny of a cost proceeding, they have no basis for proposing any arbitrary

markup over ILE Cs' rates

Garrett Reply Testimony,p. 6
Mr. Garrett references the California PUC's adoption of a CLEC rate cap at the ILEC rate + 10%. There was
no evidence provided in the California case that CLECs' costs are 10% higher than ILE Cs' costs, and therefore
whatever the reasoning behind the CPU Cs' decision (which it did not provide), it could not have been justified
on the basis of cost evidence
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V. Response to the Replv Testimonv of Douglas Den rev on Behalf of Joint CLECs

2 Q DO YOU HAVE ANY OVERALL COMMENTS ON MR. DENNEY'S REPLY
TESTIMONY?

Yes. Mr. Denney largely repeats his points from his Direct Testimony. Shave responded

to most of the issues Mr. Denney addresses in his Reply Testimony either in my Direct

Testimony or in my Reply Testimony. Rather than reiterate these arguments, I have

prepared a table, attached as Exhibit DJA-Rejoinder 2, that lists each of the arguments in

Mr. Denney's Reply Testimony and points the Commission to my response to each

argument in my Direct and/or Reply testimonies (and/or, in some cases, to Dr. OyefL1si's

testimony). I will limit my Rejoinder Testimony only to new arguments or those that

require a bit more elaboration

MR. DENNEY CLAIMS THAT QWEST'S INTRASTATE RATE IS NOT
REALLY HIGHER THAN ITS INTERSTATE RATE BECAUSE THE
APPARENT DIFFERENCE IS JUST A MISLEADING ARTIFACT OF
DIFFERENT RATE STRUCTURES." IS THAT TRUE?

No. It is not true. Mr. Denney's argument is that to "properly compare Qwest's

interstate and intrastate access rates" requires converting Qwest's federal Subscriber Line

Charge (SLC) to a per minute basis and adding it to Qwest's interstate access rate

Denney Reply Testimony, pp. 21-22. It is noteworthy that Mr. Denney does not even attempt to argue that
CLECs ' intrastate rates are not higher than their iNterstate rates
Denney Reply Testimony,p. 22
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This is incorrect because the federal Subscriber Line Charge is not an intercanier access

rate element. The switched access rates are the collection of wholesale rate elements

charged bY the LEC to 1XCs for originating and/or terminating toll traffic. The SLC is a

monthly fee charged by LECs to the LECs ' own end-user customers." In fact, the FCC

created the SLC precisely so that the associated revenues would be removed from

intercarrier access They were removed in order to decrease the amount of implicit

subsidies contained in the interstate switched access rates and replace them with fees that

are more consistent with cost causation by assessing them directly on the LECs' end

users, and on a per-month rather than per-minute basis

The same should be done in the intrastate jurisdiction, As I explained in my Reply

Testimony, the analog in the intrastate jurisdiction of removing implicit subsidies Hom

the interstate access rate and recovering them through a SLC imposed on LECs' end-user

customers would be to reduce the intrastate access rates and recover the forgone revenues

through opportunities for increased retail prices for local exchange service

The SLC is a fixed monthly charge levied directly by the LEC to its customers that appears on the customers
local telephone bill. See, FCC website, "What is the Subscriber Line Charge and why do I have to pay this
charge?" http://www.fcc.gov/cgb/telephonehtml (accessed March 1, 2010)
Sixth Report and Order in CC Docket Nos, 96-262 and 94-1, Report And Order in CC Docket No. 99-249
Eleventh Report and Order in CC Docket No. 96-45, In the Matter of Aceess Charge Reform and Price Cap
Perjbrmance Review for Local Exchange Callers et al., Before the Federal Communications Commission, CC
Docket Nos. 96-262 and 94-1 et al., FCC 00-193, (released May31, 2000), (hereafter FCC CALLS Order),1111
31
FCC CALLS Order, rn 65-68
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1 Q MR. DENNEY ASSERTS THAT A BENCHMARK FOR CLEC ACCESS RATES
OTHER THAN COST IS "ARB1TRARY."" IS THE BENCHMARK PROPOSED
BY AT&T-THAT CLECS' INTRASTATE ACCESS RATES BE CAPPED AT
THE RATE OF THE COMPETING ALEC-ARBITRARY?

No, on the contrary, it is the only benchmark proposed in this case that is driven by

economic priNciples. As I have explained in my Direct and Reply testimonies, in a

competitive marketplace, CLECs would not be permitted by access customers to charge a

rate higher than that of the incumbent with whom it competes. For regulation to mimic to

the extent possible the outcome of a competitive market, the regulator would therefore

cap the CLECs' intrastate access rates at the competing ALEC's level. This is exactly

what the FCC ordered for CLECs' interstate access rates. From an economic standpoint

any benchmark other than the rate charged by the competing ILEC, including capping the

CLECs' intrastate access rates at Qwest's intrastate rate in 1999, is arbitrary

MR. DENNEY CLAIMS THAT THE TESTIMONY PROVIDED BY THE
PARTIES REGARDING THE MARKET POWER OF LECS OVER ACCESS
SERVICE APPLIES ONLY TO TERMINATING ACCESS. HE THEN ARGUES
THAT COMPETITION FROM IXCS CAN EFFECTIVELY DISCIPLINE
ORIGINATING ACCESS RATES." PLEASE COMMENT

He is incorrect on both counts. I explained in my Direct Testimony die conditions that

generate market power in originating and terminating access services."I elaborated on

the market factors that generate market power specifically in originating access in my

Denney Reply Testimony, p. 21
DenneyReply Testimony, pp. 7-8
Aron Direct Testimony,pp. 86-87
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Reply Testimony" and will not repeat that analysis here. While Mr. Denney is con°ect to

observe that it is appropriate to analyze market power in originating and terminating

access separately, and I have done so, he is incorrect in suggesting that LECs have no

market power in originating access

5 Q DO CLECS' ORIGINATING
MARKET POWER?

ACCESS RATES APPEAR TO REFLECT

Yes. Figure 1 compares CLECs' intrastate originating and terminating rates to their

interstate rates and to the rates of Qwest." Although originating rates tend to be less than

terminating rates, it is clear that there is significant market power in originating access

Intrastate originating and terminating rates are many times their interstate equivalent for

all CLECs, and all CLECs' intrastate rates are higher than Qwest's

Aron Reply Testimony, pp. 18-19
Denney Reply Testimony,p. 11
For this comparison, I have replicated the methodology Mr. Denney uses 'm Table 1 of his Direct and Reply
Testimonies to estimate LECs' average originating and terminating rates. These rates do not suffer 'dam the
problems I identified at the beginning of this Rejoinder Testimony affecting some of the CLECs' calculated
rates because these estimates are based on tariffed rates rather than revenue data. I was unable to find
PAETEC's tariffed interstate rates, and have therefore excluded PAETEC from this comparison
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1 Q MR. DENNEY ARGUES THAT IXCS CAN DISCIPLINE EXCESSIVE
ORIGINATING ACCESS RATES CHARGED BY A GIVEN LEC BY
ATTRACTING THAT LEC'S CUSTOMERS TO ITS OWN LOCAL EXCHANGE
SERVICE. THEREBY AVOIDING THE ORIGINATING ACCESS CHARGES
ENTIRELY." PLEASE COMMENT

Mr. Denney's argument is not correct, for reasons relating to the inability of IXCs to

adequately deaverage retail prices, as I explained in my earlier testimonies and will not

repeat here. I will only point out here that if Mr. Denrley's argument were correct

vertically integrated telephone providers (i.e., those that provide both local and long

distance service to the same customers) would create sufficient market discipline to drive

CLECs' originating intrastate access rates to at least the lLECs' intrastate levels. This

has not happened. Vertically integrated telephone providers, including Verizon, Qwest

and all of the Joint CLECs, have operated in Arizona since at least 2001 and the LECs

originating intrastate rates continue to reflect market power, as demonstrated above

H A S  T H E  FC C  R E T R E A T E D  FR O M I T S  2 0 0 1 CONCLUSION
ORIGINATING ACCESS IS A MONOPOLY SERVICE?

THAT

No, the FCC has not indicated any retreat from its 2001 conclusion that originating

access is a monopoly service," and as recently as 2008 then-chairman Martin proposed

Denney Reply Testimony,p. 13
See, Seventh Report and Order and Further Notice of Proposed Rulemallrjng, In the Matter of Access Charge
Reform and Reform of Aceess Charges Imposed by Competitive Local Exchange Carriers,Before the Federal
CommunicatiOns Connnission,CC DocketNo. 96-262,FCC 01-146, (released April 27, 2001), 111]29-31
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eliminating originating access charges entirely (i.e., capping them at zero) for ILE Cs and

CLECs

MR. DENNEY ARGUES THAT CLECS' ACCESS RATES DO NOT EVIDENCE
MARKET POWER. BECAUSE IF CLECS HAD MARKET POWER THEIR
ACCESS RATES WOOLD BE EVEN HIGHER" IS THIS PERSUASIVE?

No. Mr. Denney fails to indicate what the rates would have to be to demonstrate market

power, but the reality is that in any market, even a monopolist does not charge an infinite

price. Its rate is limited to some finite level not by competition, but by other factors. In

the case of CLECs, these factors may include the desire to avoid attention and the

associated scrutiny of regulators, and the desire to avoid litigation

See, Order on Remand and Report and Order and Further Notice of Proposed Rulemaking, In the Matter of
High-Cost Universal Service Support and Federal-State Joint Board on Universal Service et al., Before the
Federal Communications Commission, WC Docket No. 05.337 and CC Docket 96~45 et al., FCC 08-262
(releasedNovember 5, 2008), Appendix A,11229
Denney Reply Testimony, p.10
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1 Q MR. DENNEY CLAIMS THAT RECIPROCAL COMPENSATION RATES ARE
NOT A GOOD BENCHMARK FOR COST BECAUSE. EVEN THOUGH THEY
ARE BASED ON QWEST'S COSTS, THE COST OF TERMINATING LOCAL
TRAFFIC IS NOT THE SAME AS THE COST OF TERMINATING TOLL
TRAFFIC." PLEASE COMMENT

XO, tw Telecom, and Integra, as well as Cox, Qwest and MCI, acknowledged in

discovery that local call termination and access services are the same functionality." Dr

Oyefusi iilrther addresses Mr. Denney's claim in his Rejoinder Testimony

9 Q MR. DENNEY ALSO CLAIMS THAT EVEN THOUGH QWEST'S
RECIPROCAL COMPENSATION RATES WERE BASED ON QWEST'S
COSTS. "THESE RATES HAVE NOTHING To DO WITH THE COST
INCURRED BY OTHER CARRIERS (CLECS AND RLECS) IN ARIZONA
PLEASE CO1VIMENT

According to the federal rules," CLECs pay reciprocal compensation rates based on the

ALEC's costs unless they can prove that their own costs are higher. CLECs have

therefore had the opportunity for over a decade to make a cost showing to demonstrate

that their costs exceed the ILE Cs' reciprocal compensation rates in Arizona and they

have neither claimed nor shown in this proceeding that they ever did so

Denney Reply Testimony,pp. 25-26
Qwest's Response to Staff Data Request STF 1.24, Verizon's Response to AT&T's Data Request 2.16, XO's
and tw Telecom's Joint Response to Staff Data Request STF 1.24, PAETEC's Response to Staff Data Request
STF 1.24; and Integra's and Cox's RespOnSes to AT&T's Data Request 2.14
Denney Reply Testimony, p. 26
First Report and Order, In the Matter of Implementation of the Local Competition Provisions in the
Telecommunications Aet of 1996 In tereonneclion between Local Exchange CarrierS and Commercial Mobile
Radio ServiceProviders, Before the Federal Comrmmications Commission. CC Docket 96-98 and CC Docket
No. 95-185, (released August 8, 1996), 1] 1089; and47 CFR § 51.711
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MR. DENNEY ARGUES THAT CLECS COULD NOT RECOVER LOST
ACCESS REVENUES IN THE RETAIL MARKET IF (AS UNDER QWEST'S
PROPOSAL) QWEST DID NOT HAVE TO REDUCE ITS INTRASTATE
ACCESS RATES, BECAUSE THEN QWEST WOULD NOT INCREASE ITS
RETAIL LOCAL RATES." IS THISA VALID ARGUMENT?

No. Any CLEC that cannot compete with Qwest in Qwest's territory by charging die

same access rates as Qwest currently charges and the same retail rates as Qwest currently

charges is inefficient and should not be rewarded with a subsidy source of income from

monopoly access rates. The fact that CLECs have beer permitted to charge access rates

well in excess of Qwest's rates for over decade does not provide a justification for

perpetuating that inefficiency

12 Q: MR. DENNEY CLAIMS THAT THE "1999 TIME FRAME" WAS WHEN
MOST" CLECSWERE ENTERING THE MARKET IN ARIZONA AND

THEREFORE QWEST'S INTRASTATE ACCESS RATES WOULD HAVE
BEEN "CONSIDERED" BY THE CLECS WHEN THEY WERE
DECIDING WHETHER OR NOT TO ENTER." PLEASE COMMENT

I addressed the substance of this claim in my Reply testimony." I add here that .the

CLECs have provided no evidence in support of any of the assertions in this claim

including no evidence of which CLECs entered when, and no evidence that Qwest's

intrastate access rates played a material role (or any role) in any CLEC's entry decision

Denney Reply Testimony, pp. 31 -32
Denney Reply Testimony, pp.29-30
Aron Reply Testimony,pp. 23, 31-34, and Exhibit DIA-R2
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When asked in discovery to provide such evidence, the CLECs declined the opportunity

to do so

3 Q MR. DENNEY ARGUES THAT ACCESS REFORM IS A "ZERO-SUM GAME
BECAUSE REDUCTIONS IN TOLL PRICES ARE REPLACED BY INCREASES
IN LOCAL SERVICE CHARGES AND USF CHARGES." IS ACCESS REFORM
A ZERO SUM GAME?

No, it is not. Access reform replaces a monopoly income stream imposed on one set of

toll providers and their customers with an opportunity, but not the assurance, of eating

revenues in the competitive Market via retail rates. Hence, access reform is nota zero

sum game because

1. even if the amount of revenues ultimately flowing to local exchange companies were
the same before and after access reform (because the reduction in access rates exactly
equaled the increase in retail prices), so that it was a zero sum game for LECs, i t
would not be a zero sum game for Arizona citizens because it would cause an
increase in economic efficiency and, as a result, social welfare, for all the reasons I
explained at length in my Direct Testimony

and

2. the amount of revenue ultimately flowing to LECs will not necessarily be the same
because it will depend on the quality of their services and their ability to compete
Some LECs will benefit and others suffer from the exposure to competition. LECs
that are not able to attract customers in the retail market in competition with their
rivals will not be able to increase rates as much as those that can. and their overall
revenues will fall. As a result, Arizona citizens M11 pay less overall

See Joint CLECs' responses toAT&T's Data Request ATT2-5
Denney Reply Testimony,p. 36
Mr. Denney's attempt to dismiss the peer-reviewed, published empirical evidence that rate rebalancing might
even increase telephone penetration on the grounds that the study is "old" (it is based on 1980s data) is
unavailing. While there are certainly some types of smdies from which one cannot directly extrapolate to
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1 Q: DOES MR. DENINEY'S CHART AT PAGE 37 SUPPORT HIS CLAIM
THAT ACCESS REFORM IS A ZERO SUM GAME?

No. Mr. Denney's sole support for his claim that access reform is a zero sum game is a

chart depicting annual price indices for telephone services. Even if the chart pertained

specif ically to Arizona-which it does not-it would not show anything akin to a zero

sum game. The chart shows the nationwide "consumer price index" for local land-line

telephone service going up over time and the nationwide consumer price index for long

distance land-line serv ice going down, with the nationwide price index for overall

telephone service" remaining roughly constant. Mr. Denney interprets the relative

stability of the aggregate telephone service price index as implying that reform is a zero

sum game. The price index for aggregate "telephone service," however, is not an index

of wireline service. It includes wireless service, which is now a prevalent form of

telephone service. If per-customer spending on wireless service has been going up-

which it has, due to data services and other new service offerings"-the average price of

wireline service would have had to go down for the overall index to be roughly constant

Hence, Mr. Denney's chart suggests that wireline service prices overall have been going

down as access reform has progressed

current-day prices and markets, there is nothing about this study, the principles being tested, or the
methodology, that would suggest that the results would not be robust to today's prices
A report from the Bureau of Labor Statistics found that annual residential expenditures for cellular phone
services per consumer Unit increased by 190 percent from 2001 to 2007, while expenditures for .residential
landline telephone and payphone services per consumer unit decreased by 30 percent. See "Consiuner
Expenditure Survey: Spending on Cell Phone Services Has Exceeded Spending on Residential Phone Services
Bureau of Labor Statistics, available at http://www.bls.gov/cex/cel.lphones2007.htm (accessed March 1, 2010)
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1 Q MR. DENNEY ARGUES THAT "TECHNOLOGICAL DEVELOPMENTS" SUCH
AS VOIP "PROVIDE ADDITIONAL MEANS FOR AN INC TO CONTROL
ITS...ACCESS COSTS."l°° DO ALTERNATIVE TECHNOLOGIES SUCH AS
VOIP LIMIT THE NEED FOR ACCESS REFORM?

No, they are one of the key reasons that access reform is necessary now. Mr. Denney's

observation that IXCs can avoid excessive access charges by switcMng to VoIP illustrates

the harms to economic efficiency of the currently distorted access regime: it distorts

carriers' as well as consumers' choices of technology due to access rate differences that

are related to arbitrary regulatory categories. Mr. Denlley's suggestion that IXCs should

disfavor or abandon wireline circuit switched long distance technology in favor of VoIP

in order to avoid regulatory pricing distortions does not serve the public interest

12 Q MR. DENNEY CITES TO YOUR TEST1MONY AS SUPPORT FOR HIS
ASSERTION THAT CLECS' ACCESS RATES SHOULD BE BASED ON CLECS'
COST." HAS HE ACCURATELY CITED YOUR TESTIMONY?

No. My testimony is that it improves social welfare to reduce ILE Cs' switched access

rates toward the ALEC's costs, and the economically supportable standard for CLEC

switched access rates is the rate of the competing ILEC. The former is true because if

switched access markets were competitive they would drive ILE Cs' rates toward cost

and the latter is true because if switched access markets were competitive they would

limit CLEC rates to the rate of the competing ILEC. The testimony cited by Mr. Denney

Denney Reply Testimony,pp. 14- 15
Denney Reply Testimony, p.26
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regarding cost pertained explicitly to ILEC rates, not CLEC rates, consistent with the

economic principles I just articulated

3 Q: MR. DENNEY ALSO ASSERTS THAT YOUR ANALYSIS PRESENTS A
MISLEADINGLY OPTIMISTIC PICTURE OF CONSUMER BENEFITS

BECAUSE YOU DID NOT SEPARATE RESIDENTIAL AND BUSINESS
MARKETS :u AND THAT RESIDENTIAL LONG DISTANCE RATES
HAVE IN FACT BEEN GOING UP. NOT DOWN." IS HIS ANALYSIS
VALID?

No. Data limitations prevented me from estimating the effects of access reform

separately for residential and business customers. However, his analysis in which he

purports to show that residential toll rates have been going Up is not correct, for several

reasons. First, the data upon which he relies are not specific to Arizona and therefore it is

impossible to determine the trend orates in Arizona from his data

Second, the data series he depicts in his testimony is a price index and not actual, average

paid prices, and suffers from well-understood limitations of price indices. For example

suppose a carrier offers pricing plan A in year 1. Then in year 2, the canter increases the

prices in Plan A but introduces plan B which is much less expensive. Suppose the carder

even shifts most or all customers to plan B. The price index would nevertheless identify

only the price increase associated with A, and would not capture the price decreases

associated with B at all. The price indices depicted by MI. Denney are calculated by

DeNney Reply Testimony, pp. 36 and 38
Denney Reply Testimony, pp. 38-40
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following base-year pricing plans and do not adjust for alterative offerings that are

introduced in years between revisions to the base assumptions (and do not true-up when

the base is adjusted)

Third, the price indices presented by Mr. Denney are nomiNal prices, not real (i.e

inflation-adjusted) prices. Since 2003, the nominal price index for residential iNtrastate

toll service went up by 14 percent, but inflation was 17 percent, so that real prices for

residential long distance service fell, even according to the index methodology

MR. DENNEY SAYS YOUR ANALYSIS DOESN'T TAKE INTO
ACCOUNT "THE MANNER IN WHICH AT&T SETS ITS LONG
DISTANCE PRICING" BECAUSE AT&T ENGAGES IN "UNIFORM

Universal Service Monitoring Report, CC Docket No. 98-202," Federal and State Staff for the Federal-State
Joint Board on Universal Service in CC Docket No. 96-45, 2009 (Data Received through August 2009), Table
7.5, and Bureau of Labor Statistics, Consumer Price Indexand Producer Price Index Industry data. Mr. Denney
states as an aside at footnote 105 of his testimony that Figure 5 of my Direct Testimony must have an error
because the figure shows the average revenue per minute for interstate long distance service falling in 2006
relative to 2005. This is not an error. The figures l showed are interstate toll rates including access fees and
excluding universal service. My methodology for calculating these rates from the FCC tables was fully
documented in my workpapers provided in discovery. In Mr. Denney's defense, however, although. the
methodology was fully documented, my figure in the testimony itself did contain a typo in the labeling, which
should have said "Long Distance ARPM (Including Access Cost and Excluding Universal Service
Cost)" instead of "Long Distance ARPM (Including Access and Universal Service Cost)."
states that according to a different FCC report, interstate ARPM went up in 2007. The FCC reportupon which I
relied had data only through 2006,and one cannot mix and match the FCC's time series. For example, thedata
in the Monitoring Report, which is the report Mr. Denney references for his 2007 figure, shows ratesfalling
between 2005 and 2006 for interstate calls,. which is precisely the point that Mr. Denney was disputing. In any
event, I Would also note that all of these reports round the ARPMs to the whole cent, and the differences
between the specific numbers we are talldng about are one cent, so the differences Mr. Denney is focusing on
are likely tO be artifacts of rounding. I also note that looldng at all the different versions oftirne series available
from the FCC, they all show the same pattern of retail interstate toll prices declining in step with interstate
access rates

Mr. Denney also
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(ACROSS STATES) PRICING."°' IS IT TRUE THAT YOUR ANALYSIS
DOES NOT TAKE THIS INTO ACCOUNT?

No, this is not true. On the contrary, my analysis fully takes into account the explicit and

implicit similarities and diElerences in AT&T's pricing policies across states." Rather

than assuming that customers pay the same rates in each state, I allowthe data to tell me

whether they do or not. I calculate the prices that customers pay by calculating the

average per minute revenue. This takes into account not only the "rack rate" prices

available in the market, but also discounted pricing plans, grandfathered plans, add-on

plans, and other offerings. It also takes into account the fact that AT&T offers a menu of

plans, but may vary its marketing strategy in some states to encourage some plans over

others, or promote some discount plans more heavily in some states relative to others. As

I explained in my Reply Testimony, there are many reasons that per-minute revenues

may vary from state to state, and my methodology pennies those differences to be

captured in the analysis

Denney Reply Testimony,pp.40-41
Other than the ISCF, which is not included in my regression analysis upon which I reported in my Direct
Testimony. Exclusion of the ISCF from the analysis means that the regression captures the effect of access rate
differences on the actual revenues earned by AT&T from its menu of available pricing plans excluding ISCF
revenues, and I would expect the effect on consumers of reduced access rates to be greater than the effect
measured by my regression analysis
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1 Q: ARE AT&T'S PRICING PLANS IN FACT UNIFORM ACROSS STATES?

No. Dr. Oyefusi explains in his testimony that a number of AT&T's residential and

business retail rate plans, including, for example, AT&T's residential Basic Rate Plan

prices, are not the same Horn state to state

5 Q: MR. DENNEY SAYS YOUR DATA ARE "APPROPRIATE IN AN
ACADEMIC STUDY" BUT "Too BROAD" FOR THIS cAsE.°° PLEASE

Data are suitable for an academic study if they are accurate, unbiased, and as complete as

possible. Mr. Denney's suggestion that the same qualifications would not apply to data

analysis upon which this Commission is being asked to rely is profoundly incorrect and, I

believe, insulting to the Commission. The data I used were proper for the use to which I

put them, which was to use accepted statistical techniques to estimate the relationship

evidenced across all states and several years between access rates and toll prices. Mr

Denney's suggestion that some data points should be drown out because they do not

conform to his predetermined conclusions is improper, reflects a misunderstanding of

statistical inference, and does not follow any accepted research methodology of which I

am aware (nor does he cite to any), Any conclusions drawn &om such a truncated

Rejoinder Testimony of Dr. Ola Oyefusi on Behalf of AT&T Communications of the Mountain States, Inc. and
TCG Phoenix. In the Matter of the Review and Possible Revision of Arizona Universal Service Fund Rules
Article 12 of the Arizona AdmiNistrative Code and In the Matter of the Investigation of the Cost of
Telecommunications Access,Before the Arizona Corporation Commission, Docket Nos. RT-00000H-97-0137
and T-00000D.00-0672, March 5, 2010
Denney Reply Testimony, pp.4.1 -43
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sample would suffer from a.variety of statistical defects, including bias. Nothing in Mr

Denney's comments, therefore, calls into question the validity of my research

methodology or statistical techniques, nor of my conclusion that the access reform

proposed by AT&T in Arizona would be expected to result in average retail intrastate toll

price reductions of 19 to 42 percent

MR. DENNEY CLAIMS THAT [BEGIN HIGHLY CONFIDENTIAL
INFORMATION] [END HIGHLY
CONFIDENTIAL INFORMATION] HAS INTRASTATE ACCESS RATES
AS LOW AS AT&T'S PROPOSAL." PLEASE COMMENT

Mr. Denney is mistaken. First of all, AT&T's average per minute interstate access cost is

well within the range of interstate access rates across the 50 states, which is the relevant

fact. By "AT&T's proposal," he means AT&T's interstate average expense in Arizona

which is [BEGIN HIGHLY CONFIDENTIAL INFORMATION] _ [END

HIGHLY CONFIDENTIAL INFORMATION] cents. But [BEGIN HIGHLY

CQNFIDENTIAL INFORMATIQNI [END HIGHLY conF1nE.,--AL

INFORMATION] cents is not a particularly low value when compared to the other

interstate access rates. About 44 percent of the observatioNs in this data set are between

[BEGIN HIGHLY CONFIDENTIAL INFORMATION] l [END HIGHLY

CONFIDENTIAL INFORMATION] cents and [BEGIN .HIGHLY

Aron Direct Testimony, p. 65
Denney Reply Testimony, p. 42
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CONFIDENTIAL INFORMATION] l [END HIGHLY CONFIDENTIAL

INFORMATION] cents. Hence, AT&T's proposal is to reduce intrastate "rates in

Arizona to a level that iS consistent with a large Haction of 'interstate rates across the

Second, Mr. Denney's assertion is factually incorrect. He has ignored the fact that in just

the last eight months both New Jersey and Massachusetts have ordered intrastate rates

lowered to interstate levels, and both of those states have interstate levels significantly

lower than those in Arizona. In fact, the recent access reform order in Massachusetts

applied to CLECs only; Verizon (themanorILEC in Massachusetts)has bean mirroring

its interstate rate in Massachusetts since 2002." Hence, not only is Mr. Denney incorrect

that "not a single state has intrastate access rates as low as AT&T's proposal," VeriZon

itself has been charging intrastate rates in Massachusetts that are below the rates AT&T is

proposing in Arizona

Finally, I note that the numbers reveal that the need for access reform is particularly acute

in Arizona. The average intrastate rates in Arizona are nearly [BEGIN HIGHLY

CONFIDENTIAL INFORMATION] [END HIGHLY CONFIDENTIAL

Final Order,In the matter ofPeation of Ven'zon. New England, Inc., MCImetro Access TransMission Services of
Massachusetts, Inc., d/b/a Venlzon Access Transmission Services. MCI Communications Services. Inc.. d/b/a
Verizon Business Services, Bell Atlantic Communications, Inc., d/b/a Ven'zon Long Distance, and Verizon
Select Services, Inc. for Investigation under Chapter 159, Section 14, of the Intrastate Access Rates of
Competitive Local Exchange Carriers, before the Commonwealth of Massachusetts department of
Telecommunications and Cable, D.T.C. 07-9,June22, 2009, p.6
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INFORMATION] times the average interstate rates in the state, a difference that is

among the highest in the country

3 Qs. DOES THIS COMPLETE YOUR REJOINDER TESTIMONY?

it does
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EXHIBIT 2:
RESPONSES TO MR. DENNEY'S ARGUMENTS

Denney argument Denney Reply
page numbers

Aron response .Argo page
numbers

The comparison of interstate .and
intrastate rates is not "app1es-to-
apples" because the interstate rate
should inclUde the SLC

pp. 3, 2]-22 The SLC is not an access rate: it is
charged to end-user customers and
was created so that the associated
revenues would be removed &om
intercarrier access. The analog in
the intrastate jurisdiction of
removing implicit subsidies from
the access rates and recovering them
through a SLC Would be to reduce
the intrastate access rates aNd
recover the forgone revenues
through opportunities for increased
retail prices for local exchange
service

Reply, pp, 90-92

Rejoinder,xpp. 21-
22

BencMar gcLEC rates to any
level other than CLECs' cost is
arbitrary

PP- 4, 21-30 CLECs' rates shouldbe capped at
the ILEC level because in .a
competitive marketplace, CLECs
would not be permitted to charges
rate higher than that of the
incumbent with whom it competed

Direct, pp. 86-87
Reply, pp. 23-30
Rejoinder, p. 23

Originating accessisnot a
monopoly service because
vertically integnjated providers
could avoid accessrates entirely

PP- 5, 12-14 All LECs have market power in
originating access

If 'integrated providers could .Create
enough market discipline, CLECs'
originating rates would be at least as
low as the ALEC's, which they are
not

Reply, pp. 18;22
Rejoinder, pp. 23-

27
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EXHIBIT 2:
RESPONSES TO MR. DENNEY'S ARGUMENTS

Dénneyargument Denney Reply
page numbers

Aron response Aron p.age
numbers

Redu¢tions in access should be
gradual because CLECs heed time
to adjust thejrbusiness plans and
contracts

pp. 5, 30-34 CLECs have known since l996 that
their intrastate access rates were
subject to reductions by regulators
and have advised investors of this
risk. Consumers should not be made
to wait for the benefits of access
reform because or if CLECs have
not modified their business plan in
andcipadon of this event

Reply, pp. 32-35,
.50-53, and Exhibit

DIA-R2

Most CLECs were entering the
market around 1999 and therefore
would have considered Qwest's
access rates at that time when
deciding whether to enter

PP- 29-30 The CLECs have provided no
evidence that they entered arouNd
1999, nor that they considered
Qwest's access rates When they
entered. They refused to provide
any such evidence in discovery. In
addition, the CLECs have been
advising their investors since at
least 1997 that access fates were
subject to reductions

Reply pp. 31-34,
Exhibit DJA-R2,
Aron Rejoinder,

PP- 29-30

CLECs' access rates are
(purportedly) similar to rates Qwest
charged it111999, so CLECs donot
have market power

pp. 8-9, 29-30 Current CLEC access rates are
higher than Qwest's current rates.
The fact that CLECs have not
reduced their rates in tandem with
Qwest's demonstrates market
power. A competitive market
would not permit a competitor to
charges price that is higher than
that of the incumbent

Direct, pp. 10, 36,
39

Reply, pp. 21-23,
31-34

The FCC's argument that it is n.nfair
for CLECs to shifotheir expenses to
INC does not applybecause. CLEC
rates are I10t excessive

pp. 9-10 CLEC rates are excessive because
they are higher than the incumbeNts'
and they are higher than their own
interstate rates

DireCt, pp. .10, 36,
39

Reply, 21~25

Arizona Corporation Commission
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EXHIBIT 2:
RESPONSES TO MR, DENNEY'S ARGUMENTS

D€I1Il€y argument Denney Reply
page numbers

.A.l'0Il response AIOII page
numbers

CLECs' rates are not excessive
because if CLECs had market
power their rates would be even
higher

p. 10 CLEC rates are excessive because
they axe higher than the incumbents'
and they are higher than their own.
interstate rates. Even a monopolist
doesnot charge an infinite rate

Direct, pp. 10, 36,
39

Reply, pp. 21 -25

It does not matter for.purposes of
assessing CLECs' market power
that IXCs do not have a choice at
the very instance of the call

p. 12 This is a straw man. The analysis of
market power is May articulated in
Aron's reply

Reply, PP- 11-19

Access distortions are less of a
problem because IXCs can avoid
access rates by using VoId
technology

PP- l4~]5 This observation illustrates the
distortions caused by the current
access regime. Abandoning
wireline circuit switched long
distance technology in favor of
VoIP in order to avoid excessive
charges caused by regulation does
not serve the public interest

Rejoinder, p. 32

AT&T's proposal is a "double
standard" because it seeks to have
CLECs alone shoulder the burden
of varying long distance and access
costs across all participants by
denying them adequate .
compensation forswitched access
services rendered

p. 16 CLECs are not denied adequate
compensation under AT&T's plan
Unless they are too inefficient to
compete in the retail Market

Reply, PP- 4041,
47

Rejoinder, p 29

The local loop isa "joint cost" that
should be pMdlywcovemedM
access rates

p. 23 The argumentthat IXCsare cost#
causers of the costs of the loop has
long been rejected by the FCC and
economists. It is equivalent to
arguing that IXCs are cost-causers
of die cost of a telephone handset
and should subsidize handset
manufacturers

Reply, pp. 36-38
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ExIm8rr 2:
RESPONSES TO MR.*DENNEY'S ARGUMENTS

Denney argument Denney Reply
page numbers

AI'0ll response Al'0ll page
numbers.

Reciprocal compensation rates are
not a good benchmark for CLEC
and RLEC access rates because it is
Z-way traffic and access is one-way
traffic

p. 25 No response necessary, argument
has noapparent content. Access
service and reciprocal compensation
are the same functionality, as
acknowledged bY Qwest; Verizon
and the CLECs in discovery

Rejoinder, p. 28

Reciprocal compensation rates are
not a good benchmark for CLEC
and RLEC access rates because the
costs are dif ferent

PP- 25-26 Access service and reciprocal
compensation are the same
functionality, as acknowledged by
Qwest, Verizon and the CLECs in
discovery
Federal rules require CLECs to
charge reciprocal compensation
rates based on the ILECS' costs,
unless they candemonstrate their
own costs are higher. No CLEC has
claimed or shown that they ever
demonstrated this in Arizona

Direct; pp. 84-86
Rejoinder, p. 28

Some other.states allow CLECs to
modify the benchmark by
demonstratiNg cost justificatioN

PP- 26-27 CLECs have not been able to
identify a single state in which a
CLEC has 'm f2.Ct justified Maher
costs.

Reply, pp. 26-28

California allowed a benchmark at
10% above ILEC rates

pp. 26-27 There was no showing in.Ca1ifornia
that CLECs' .access. costs were
higher than ILE Cs" costs. There has
also been no Showing in this case
that CLECs' costae higher than
ILE Cs' costs, so any.such
benchmark would be arbitrary

Reply, pp. 26-28

Rejoinder, p. 20

CLECs cannot competewith Qwest
if they have to chargethe same
access rates and same few rates

.pp. 31-32 If  CLECs cannot compete with
Qwest by charging the same access
and retail rates as Qwest, then they
are ineff icient. They should not be
reWarded for being ineffiCient

R¢p1y, PP- 40-41,
47

Rejoinder, p. 29
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EXHIBIT 2:
RESPONSES TO MR. DENNEY'SARGUMENTS

Denney argument Denney Reply
page numbers

Aron response Aron page
numbers.

CLECs "typically" have long-tenn
contracts with their customers and
therefore may not be able to
immediately increase end-user
prices to compensate for lestaccess
revenues

p. 32 According to the information
provided by Mr. Denney, at least
approximately half of the customers
currently under contract will have
rolledoff within two years. This
proceeding has been preceded by
two years of workshops and
industry discussioN, so that most
CLEC customers will have already
rolled 0ff of any contracts they
entered iNto before this process
began 'm Arizona

Reply, pp. 52-53

Access rate reductions do not help
consumers because it is a zero sum
game

PP- 36-38 Access reform is not a zero sum
game because it would cause an
increase in economic efficiency and
social welfare and Arizona
consumers will pay less overall if
access rates are reduced
In addition, the evidence provided
by Mr. Denney does not support this
argument

Rejoinder, pp. 30-
31

Dr. A.ron's analysis of the benefits
of access reform for customers is
flawed because she does not
separate residential from business
markets, and residential prices have
been going up

PP- 38-40 Residential prices have n0tbeen
going up. Moreover, if anything,
the analysis understates the
consumer benefits of access reform
because it does not take into account
the additional e&lect of eliminating
the ISCF

RejoiNder, pp. 33-
35

Dr. Aron doesn't account for the
across-states uniform manner in
which AT8cT sets its long distance
pricing

PP- 40-41 This is incorrect. Long distance
rates across states can vary for many
reasons, and the analysis caphlres
these diHlerences

Reply, pp. 86-88

Rej.olmder, pp. 34-
.36
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Docket No. T-00000D~00-0672
DJA-Rejoinder Exhibit 2



EXHIBIT 2:
RESPONSES TO MR. DENNEY'S ARGUMENTS

Denney argument Denney Reply
page numbers

Aron response Aron page
numbers.

The data upon which Dr. Aron
relies for forecasting toll price
redUctionsis inappropriate

PP- 41-43 The data are appropriate for their
use. It'would be incorrect and
counter to accepted research
methods to truncate the data as Mr.
Denney suggests

Rejoinder, pp. 36-
37

Dr. Aron's projected savings for toll
cos.tamers iron the proposed access
reductions are highly doubtful

PP- 43-44 Mr. Denney has not provided any
evidence that the empirical analysis
showing that the proposed access
reform would lead to lower toll
.prices is invalid

Rejoinder, pp. 36-
39

Arizona Corporation Commission
Docket No. RT-00000H=97-0137

Docket No. T-00000D-00-0672
DJA-Rejoindet Exhibit 2
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Citation Change

Page 42, lines 5-

6

For additional perspective, there are 93 separate rate centers leealealling

areas that lie within the Phoenix MTA

Page 48, footnote
49

49 NEV. ADMIN, CODE ch. 704 §704.75295 6898; also § 704.68048

68952.
Page 52, lines 5-

7

I 4

These states include Alaska,°' Louisiana,° Maine; Maryland,
Massachusetts,65 Missouri,66 New Hampshire,67 New Mexie0,68 New
Y01°k.69 Ohio,7° Pennsylvania," Texas," Virginia, and Washington.74

Page 52, footnote

63

63 CODE ME. R. 65-407 Ch. 280 §§ ZJ, SB.

Page 52, footnote

68

68 ADMIN. CODE at 17.11.10.8.C; at 17.11.10.'7.R; and at

1'7.11.10.2.
Page 53, lines 1-

3

In addition, some states have a policy constraining access rates that applies
equally to CLECs and ILE Cs. Examples of such states are Maine and New
Mexico, where all carriers are required to mirror their own interstate access
rates,75 Connecticut, where the DPUC ordered all carriers to cap their
intrastate access rates at 1.5¢  per minute,76 and Indiana, where intrastate
access rates for all carriers are considered just and reasonable if they mirror

interstate rates.77
Page 53, footnote

75

'75 CODE ME. R. 65-407 Ch. 280 §§ KJ, 8B, and N.M. ADMIN. CODE at
17.11.10.8.CZ at 17.11.10.7.R: and at 17.11.10.2.

Page 59, Legend
of Figure 5

Long Distance Interstate ARPM (Including Access and excludingUniversal

Service Cost)
Pages 82-83,
footnote 94

94 See, for example, Mark Armstrong, "The Theory of Access Pricing and
Interconnection," in Handbook of Telecommunications Economics, ed.
M.E. Cave et al., Vol.l, (Amsterdam: Elsevier Science B. V., 2002), pp.
356-379, and sources cited therein. In addition, some economists argue
that the efficient interconnection price is zero (i.e., "bill and keep"). See,
e.g., Patrick DeGraba, "Bill and Keep at the Central Office as the
Efficient Interconnection Regime," Federal Communications
Commission, OPP Working Paper No. 33, (Dec. 2000) ii j¢ L2, n. 3 and
citations in Appendix C to the Intercarrier Compensation Reform

FNPRM

elul

ERRATA TO
DIRECT TESTIMONY OF DEBRA J. ARON ON BEHALF OF AT&T

COMMUNICATIONS OF THE MOUNTAIN STATES, INC. AND TCG PHOENIX
Docket No. RT-00000H-97-0137
Docket No. T-00000D-00-0672
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Citation Change
Page 44, lines
15-17

Public Notice in CC Docket No. 01-92, releasedSeptember 30Qetsebev
-1-8, 2002 (seeking comment on two petitions that request rulings
regarding the intercarrier compensation regime applicable to certain types

of wireless traffic)
Page 41, footnote
53

33 Denney Direct Testimony, p.44%.

Page 80, footnote
137

131 Johnson Direct Testimony, p.19.

ERRATA TO
REPLY TESTIMONY OF DEBRA J. ARON on BEHALF OF AT&T

COMMUNICATIONS OF THE MOUNTAIN STATES, INC. AND TCG PHOENIX
Docket No. RT-00000H-97-0137
Docket No. T-00000D-00-0672

17840-11/2393181



Citation Change
Page 21 , lines 6-

10

Rather than reiterate these arguments, I have prepared a table, attached as
Exhibit DJA-Rej binder 2, that lists each of the arguments in Mr. Denney's
Reply Testimony and points the Commission to my response to each
argument in my Direct and/or Reply testimonies (an"/er, m some cases, to

Dr. 0vefusi's testimony).
Page 18, footnote

15

lb Georgia (all ILE Cs), Indiana (major ILEC and rural ILE Cs), Illinois (all
ILE Cs)., Kansas (all ILE Cs), Kentucky (major ILEC), Michigan (all
ILE Cs), Nevada (major ILEC§), Wisconsin (major ILEC), Mississippi
(major ILEC), Tennessee (major ILEC), West Virginia (major ILEC),
Ohio (all LECs), Texas (ILE Cs with over Q4 million lines and CLECs),
Maine (all LECs), New Mexico (all LECs), Massachusetts (major ILEC
and CLECs), and New Jersey (all LECs).

Page 18, footnote

17

17 In addition, Mr. Price is incorrect in his characterization of the Wisconsin
statute. The Wisconsin statute requires all price regulated LECs to
reduce their intrastate rates to interstate levels, not just price-regulated
carriers with over 150,000 lines. The statute provides a longer timeline
for carriers with fewer than 150,000 lines to reduce their intrastate rates
to their interstate levels, and may does not require those carriers to
reduce their CCL all the way to zero.

ERRATA TO
REJOINDER TESTIMONY OF DEBRA J. ARON ON BEHALF OF AT&T

COMMUNICATIONS OF THE MOUNTAIN STATES, INC. AND TCG PHOENIX
Docket No. RT-00000H-97-0137
Docket No. T-00000D-00-0672

17840-11/2393188
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INTRODUCTION nu WITNESS QUALIFICATIONS AND PURPOSE

DR. OYEFUSI. PLEASE STATE YOUR NAME AND BUSINESS ADDRESS

My name is Ola A. Oyefusi, and my business address is 7125 Columbia Gateway Drive

Columbia, Maryland 21046

7 Q DR. OYEFUSI. BY WHOM ARE YOU EMPLOYED AND IN WHAT
CAPACITY?

I am a Lead Carrier Relations Manager in AT&T's National Access Management

Organization. In that capacity, I am responsible for all matters affecting AT&T's costs to

interconnect its network with those of all other coniers, regardless of class of service or

technology, in twenty-six states

DR. OYEFUSI. PLEASE DESCRIBE YOUR EDUCATIONAL BACKGROUND
AND PROFESSIONAL EXPERIENCE

hold a Ph.D. in Economics from George Mason University in Fairfax, Virginia

Additionally, I hold M.A. and B.S. degrees in Economics from Morgan State University

in Baltimore, Maryland

I began my career with AT&T in 1999 and have been responsible for matters related to

AT&T's access and local interconnection expenses since then. Among other duties, I am

responsible for reviewing and interpreting access tariffs and managing AT&T's

wholesale costs of providing long distance service

Prior to joining AT&T, from 1991 until 1999, I was employed by the Public Service

Commission of the District of Columbia as an economist and Commission advisor. In

those capacities, I reviewed and analyzed rate filings submitted by telecommunications



and energy companies. I also prepared revenue and cost analyses to support testimony

and comments on issues affecting the telecommunications and energy industries. Before

that, I have taught economics and held research positions, between 1985 through 1991, at

George Mason University's Center for Study of Public Choice and at Morgan State

University

6 Q DR. OYEFUSI. PLEASE BRIEFLY SUMMARIZE YOUR RECENT
EXPERIENCE IN ACCESS CHARGE PROCEEDINGS

I recently testified in New Jersey regarding access reform in a proceeding similar to this

one. I have been actively involved on issues related to access charges in several other

states. I testified on AT&T's behalf in» switched access charge proceedings in New

Hampshire, Massachusetts, Virginia, and Pennsylvania, and I am currently preparing

testimony for an Illinois proceeding investigating the access charges of CLECs, some of

which are involved in this case. I generally provided economic support for access

complaints or interventions by AT&T in all states. I have also developed presentations

on forward-looking economic costs in state proceedings to establish rates for unbundled

access. A list of the proceedings in which I have been a witness is attached as

OAO Exhibit A

While I was at the District of Columbia Public Service Commission ("DC PSC"), I

provided economic advice in a 1997 unbundled access proceeding involving Verizon

DC's predecessor, Bell Atlantic-Washington, D.C., Inc. I also reviewed and interpreted

tariff applications involving revisions of existing services and the introduction of new

services submitted by Verizon DC and provided recommendations to the Commissioners

Prior to 1997, I provided written and oral testimony on behalf of the District of Columbia



PSC Staff in rate cases involving Potomac Electric Power Company and Verizon DC's

earlier predecessor, the Chesapeake and Potomac Telephone Company

PLEASE S'UMMARIZE YGUR TESTiMONY

My testimony addresses Issues 1 through 12 in the procedural order of September 29

2009. In summary, I will explain why the Commission should (i) reduce the intrastate

switched access rates of all Arizona incumbent local exchange carriers ("ILE Cs") to

parity with their corresponding interstate switched access rates, (ii) cap the switched

access rates of any CLEC operating in an ALEC's service territory at that same ALEC's

interstate level, and (iii) allow carriers to recover the reductions in access revenue

through flexibility in retail rates and, if necessary, in limited circumstances through

universal service support

I will also explain that since 1984, intrastate access charges paid by long distance

interexchange carriers ("IXCs") without exception to local exchange carriers have

remained at exceedingly high levels in order to maintain the historic subsidy flow Hom

long distance consumers to support local exchange service below cost. And because

access charges are a principal component of the cost to provide wireline long-distance

service, high access charges force wireline interexchange carriers ("IXCs") to maintain

higher retail prices for long-distance service. This forces consumers of wireline long

distance service across the state to pay more for long distance, in order to subsidize lower

local service rates for consumers in some areas

While economists and policy makers have debated for twenty-five years whether

the arrangement of implicit subsidies in access helped censurers, there is now general

agreement that such implicit subsidies cannot be maintained in today's highly



competitive telecommunications market. The intrastate switched access rates in effect

today still reflect monopoly-era thinking, when wireline long distance rates were set far

in excess of cost in order to subsidize basic local telephone service, and consumers who

wished to communicate over long distances had no real choice other than to pay the high

long-distance rates. Today, Arizona consumers have a broad range of options for their

in-state long distance communications, including wireless cam'ers, e-mail, social

networking websites, and VoIP providers - none of which pay subsidy-laden intrastate

access charges in the same manner as wireline [XCs like AT&T

As things now stand, intrastate access charges as high as 13¢  per minute are being

imposed almost exclusively on long distance interexchange camlets such as AT&T, while

competing means of communications are generally able to complete their calls for as

little as 7/100ths of a cent per minute ($0.0007) (or in some cases, nothing) because

federal law and the FCC have established very low call completion rates for every other

type of traffc except intrastate switched access. The charts included later in this

testimony graphically underscore the point

Not surprisingly, the regulatory-driven rate disparities for competing services are

driving customersaway from traditional wireline long distance and toward substitute

services not saddled with the access cost burden. For example, parents use Skype or

Vonage to stay in touch with kids in college. Text messaging is replacing voice calling

particularly among those under 30. As of June 2008, Arizona had almost 5 million

wireless subscribers, which means that 76 percent of all Arizona residents - that is

residents, not households - now have a wireless phone. Even more striking, 97 percent



of Arizonans over the age of 15 (i.e. excluding children below the high school age) have

a wireless phone

When one segment of the market is singled out and forced to incur subsidy

obligations that its competitors do not face, the results arc predictable. Arizona

consumers are using traditional wireline long distance less, in part because they perceive

it to be overpriced relative to other options not saddled with the access subsidy

obligations. It was one thing to impose subsidy obligations on a single segment of the

communications industry .- IXCs -- when consumers had no other choice but to use those

IXCs. However, it is quite another thing today, when IXCs are only one of many

communications options available to consumers, to force IXCs to bear subsidy

obligations their competitors do not face. Clearly, that needs to change

AT&T and other wireline IXCs cannot compete effectively when they must pay

intrastate switched access rates as high as 13 cents per minute and their competitors

generally do not. This disparity in pricing has discouraged some consumers from using

the traditional wireline network for their long distance calling, a fact underscored by the

[BEGIN CONFIDENTIAL INFORMATION] l  [ E N D CONFIDENTIAL

INFORMATION] drop in Qwest's intrastate access minutes in just the last two years

As I explain in my Testimony, the first step in eliminating anti-competitive

subsidies from the LECs' intrastate switched access charges is to reduce those rates to

parity with the LECs' interstate switched access charges. Those interstate rates are more

than compensatory, and will continue to provide contribution to the LECs' joint and

See Qwest Response to Staff Data Request STF 01-00] and STF 01-002



common costs. Also, the interstate rates are much higher than the cost-based rates that

the LECs charge for the materially identical function of local call termination

Approximately 33 states have adopted some type of reform to intrastate switched

access rates, and more than 20 have taken steps similar to the straightforward approach

that AT&T recommends here: to order reduction of (or to begin the process of reducing)

ILE Cs intrastate switched access rates to levels at or below their interstate switched

access rates." Those states have recognized, as the Commission should here, that high

access charges harm consumers by driving long-distance prices higher and by preventing

wireline IXCs from competing fully and fairly for their business. And as some of these

other states have done, the Commission should allow incumbent local exchange carriers

the opportunity to rebalance the amount of revenue reductions through a combination of

rate flexibility for retail local service and through modifications to the existing Arizona

universal service fund. Essentially, ILE Cs would have the opportunity to recover more

of their local service costs from local service rates or from explicit, broadly funded

universal service subsidies, rather than implicit subsidies in wholesale access rates that

apply to only one group of competing providers. That way, the customers who caused

the local exchange carriers to incur local service costs will be asked to pay for them, not

the captive access service customers (the IXCs). The Commission can then rely on

competition to constrain rates for all services

As describe below, there is a simple way to implement meaningful access charge

reforms, allow carriers to recover the reductions in revenue, and keep local service rates

When other types of access reform, besides ILE Cs parity, are considered (Ag. with some other form of constraints
on ILE Cs and CLECs) the number of states with reform increases to about 33. See Dr. Aron's Direct Testimony at
Section V(C)



at reasonable levels. The Commission should first require all LECs to reduce their

intrastate switched access rates to parity with the corresponding interstate rates, and at the

same time it should give ILE Cs the flexibility, but not a mandate, to increase rates up to a

reasonable benchmark level (subject to reasonable limits on annual rate increases during

a transition period). To the extent that the allowed rate increases are not sufficient to

recover the reductions in access revenues, an ILEC will be allowed to obtain explicit

subsidies from the AUSF. As I show below, Qwest has proposed benchmarking methods

that would yield a benchmark of about $16.50, which is quite reasonable, and in fact

represent the low end of a reasonable range of possible benchmarks. In fact, setting a

benchmark of $18 would still leave most ILE Cs' local service rates at about the same

level, in real inflation-adjusted terms, as when the Commission last fixed those rates

while balancing off most of the access rate reductions proposed here and thereby

minimize the level of additional AUSF support contribution

In short, my Testimony will show that the LECs' intrastate access rates can no

longer be deemed just, reasonable or non-discriminatory. I will show that reducing those

rates will benefit consumers in multiple ways by allowing the competitive market to work

with fewer artificial regulatory distortions. The current system simply cannot be

sustained, as ALECA members have recognized in their whitepaper°, and as consumers

in Arizona are starting to transition to a broadband platform and/or wireless services the

access subsidies supporting the universal service goal will vanish. The extremely low

retail rates must therefore increase when it can no longer be supported by the current

implicit subsidy source

ALECA members have recognized this lack of sustainability. See whitepaper titled "The Case for Arizona Access
Charge Reform," by the Arizona Loco/ Exchange Carrier Association (ALECA), dated November 2, 2006



1 Q COULD YOU PLEASE SUMMARIZE YOUR RESPONSES TO ISSUES 1
THROUGH 12?

Yes. Below are brief summaries of my responses

Issue1 Response - All Arizona local exchange companies who operate under the
jurisdiction of the Arizona Corporation Commission (specifically Qwest, Verizon
all independent telephone companies regulated by the ACC, including the
ALECA members, and the CLECs) should have their access charges reformed

Issue 2 Response - The Commission should order all LECs to reduce their
intrastate switched access rates and structure to match their corresponding
interstate rates. This will also result in "capping" CLECs' intrastate rates so that
they cannot exceed the corresponding rates of the ILE Cs in whose service
territory they compete, because those caps exist on their interstate rates

Issue 3 Response -- AT&T recommends that the Commission require all
Incumbent local exchange carriers, no later than 60 days after the effective date of
necessary revisions to the AUSF rules approved in its order in this proceeding, to
reduce their intrastate switched access rates to the ILE Cs' interstate rate structures
and levels and, within 60 days of the date of this order, require all CLECs to
adjust their intrastate tariffs so that their access charges do not exceed those
assessed by the ILEC in whose territory they operate. Each ILEC should also be
directed to update and mirror its intrastate tariff anytime it changes its interstate
rates in the future and CLECs should file conforming changes to match those of
the ILEC with which they compete

Lssue 4 Response - IndividUal companies should be allowed to adj use or respond
to business needs by entering into special business arrangements that reflect
changing market conditions. Because of the time it normally takes to arrive at a
regulatory solution (months or even years depending on the complexity of the
issues involved) companies may suffer undue economic harm if not allowed the
flexibility to derive business solutions in the form of mutual agreements

Issue 5 Response - The Commission should allow all carriers to recover access
revenue reductions by giving them flexibility to increase their retail rates for local
service, and in certain cases (i.e. when retail rate increase by an incumbent local
exchange canter will not be sufficient for revenue neutral recovery), ILE Cs
should be eligible receive access replacement revenue from the Arizona universal
service fund

Issue 6 Response - The Commission should establish a benchmark mechanism
that allows carriers to recover part of their access reduction from increased retail
rates to end users up to the benchmark level, and, in certain cases, the balance if
any could be recovered by allowing incumbent LECs to draw support from an



Access .Replacement Fund drawn from a modified AUSF. I will describe below a
reasonable approach to setting a benchmark level

Issue 7 Response-.- To calculate the AUSF support provided to offset access rate
reductions, incumbent local exchange carriers would first calculate and verify the
amount of access revenue lost when intrastate access rates are reduced to their
corresponding interstate levels. Then, they would calculate the additional
revenue from authorized rate increases for retail local services. if rates were raised
up to the benchmark level. The difference would be the amount of access
replacement revenue to be made available from the AUSF. Any can*ier may also
file to increase other rates to offset revenues lost as a result of intrastate access
rate decreases on a showing that such rate increases are revenue neutral to the
access rate decreases

Issue 8 Response - The current AUSF rules do not clearly authorize the use of
AUSF support to recover reductions in access revenues, nor are they designed to
fund support for that purpose. They should thus be revised to include at least the
following: (i) a provision that allows eligible carriers to draw from the fund to
recover lost switched access revenue, specifically describing how the amount to
be drawn would be calculated, and identifying the supporting documentation that
the eligible can'ier must provide in order to qualify for a revenue replacement
support, (ii) provisions describing the contribution methodology, the sources of
contributions to the fund, (iii) a provision that provides carriers an option to
recover their contribution assessment rate thorough a surcharge, and (iv) a
provision that specifies eligibility criteria for carriers to draw access replacement
support from the fund. The Rules for the distribution of high-cost support would
not be affected

Issue 9 Response - CLECs do not need to draw access replacement revenue from
the AUSF, they should have the flexibility to increase local retail rates sufficiently
to recover any forgone access revenue as a result of the proposed access reform
Only ILE Cs whose retail rates have been traditionally set as part of the legacy
subsidy system should be allowed to receive access replacement support from the
modified AUSF, after they had first looked to recover their own lost access
revenues through retail rate flexibility to a benchmark level adopted by the
Commission

Issue 10 Response - The proposed revisions to allow either the retail rate
flexibility or receipt of access replacement revenue from the AUSF should be
implemented such that carriers are neither net gainers nor losers of revenue as a
result of access refonn. The result should be revenue neutral. and it should not
result in any change to the existing High Cost support. Rather, it would simply be
a separate source of support that serves a separate purpose

Issue 11 Response - Contributions to the AUSF, to satisfy the existing support
needs and the proposed access revenue replacement function here, should come

10



from all telecommunications providers, on an equitable, non-discriminatory and
competitively neutral basis. As a general matter, the contribution methodology
employed for the AUSF should mirror the approach currently implemented for the
federal USF, i.e. based upon a percentage of interstate/international retail (end
user) telecommunications revenues. At present, the intrastate counterpart of that
approach in Arizona will be for the AUSF contribution to be based upon a
percentage of the total Arizona's retail intrastate telecommunications revenues

Issue 12 Response - AT&T will tile specific AUSF rules language with its reply
testimony after it has reviewed other parties' direct testimony on these issues

12 Q HOW IS YOUR TESTIMONY ORGANIZED?

Section II provides a brief background and history of switched access charges and

explains why the current switched access charges are no longer just and reasonable given

the dramatic changes to the telecommunications industry during the last decade. I show

that excessive switched access rates are creating competitive distortions that hand

competition, consumers, and Arizona's economy. In general, I will illustrate the

problems that arise when wireline IXCs are required to pay intrastate access charges their

competitors do not pay, and why this practice is so discriminatory and harmful to

consumers

Section III answers the specific questions posed by the ALJ's procedural order. begin

by demonstrating that the Commission should apply its reforms equally to all LECs

rather than giving preferential treatment to some LECs (Issue 1). Next, I show that the

Commission should reduce all ILE Cs' intrastate access rates to match their corresponding

interstate rates, thereby giving Arizona consumers the benefits of reforms adopted at the

federal level and joining the many other states that have implemented interstate parity

(Issues 2 and 3). I will also explain that the Commission should simultaneously require

the CLECs to mirror the specific rates of the ILE Cs with which they compete,again
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following reforms adopted at the federal level and replicating the outcome that would be

expected in a competitive market. I will show how consumers will benefit from

reductions to the LECs' intrastate access rates. I will also discuss how interstate parity

will simplify billing, reduce carrier costs, reduce incentives for arbitrage, and discourage

or prevent illicit schemes some carriers have devised to take advantage of (or avoid) high

intrastate access rates. After that, I will demonstrate that carriers should be permitted to

contract for access rates that differ from tariffed rates, so that calTiers can voluntarily

develop, negotiate, and enter into arrangements that provide even greater benefits to

consumers (Issue 4)

I then turn to issues related to the recovery of access revenue reductions and

AUSF support. I will begin that discussion by describing what revenue sources, if any

should be made available to LECs to compensate for the reduction in access revenues that

will result from access rate reform (Issues 5 and 6). As I explain below, that recovery

should come from a combination of (i) flexibility to set retail rates for local service and

(ii) for can*iers that can demonstrate that they cannot recover their costs without

increasing rates above an affordability benchmark established by the Commission

explicit support from the AUSF. I will then discuss the procedure for carriers to obtain

support from the AUSF "revenue neutral" recovery of access reductions and the method

for determining support amounts (Issue 7). Next, I will describe how the AUSF rules

should be revised to allow for this explicit support, the eligibility requirements for

carriers to obtain support, and the contribution methodology (Issues 8 through 12)
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BACKGROUND AND HISTORYOF SWITCHED ACCESS CHARGES

LONG-DISTANCE CALLS AND SWITCHED ACCESS SERVICE

5 Q PLEASE EXPLAIN WHAT SWITCHED ACCESS CHARGES ARE

Switched access charges are the fees that a local exchange carrier assesses upon wireline

long distance providers when the LEC originates or terminates long distance calls made

or received by the LEC's local service subscribers. The LEC owns the "loop" that

connects those subscribers to the LEC's switch and the rest of the public switched

telephone network. For example, when a Qwest basic local service subscriber in Tucson

wants to use ATILT's long distance service to call a Citizens-Frontier basic local service

subscriber in Kinsman, AT&T must (i) pay Qwest an originating switched access charge

for the carriage of the call from the subscriber's location to AT&T's network, and (ii) pay

Citizens-Frontier a ferminaling switched access charge for the delivery of the call from

AT&T's network to the called party in Kinsman. If the same Qwest subscriber in Tucson

makes an AT&T intrastate long distance wireline call to another Qwest subscriber in

Prescott, AT&T must pay Qwest both originating and terminating intrastate access

charges

19 Q WHAT FUNCTIONS DOES A LEC PERFORM WHEN IT PROVIDES
ORIGINATING SWITCHED ACCESS SERVICE?

When a consumer places an interexchange call (either an intrastate or interstate call) from

a wireline phone, the call travels from the calling parly's location over loop provided by

the LEC that serves that caller," to that LEC's local serving office (sometimes called an

end office" or "central office"). There, the call is directed to the LEC's local switch

Loop costs are considered "non traffic sensitive" because they do not vary if the customer uses the loop for only
local calling, only long distance calling, or not at all. Nor do the costs vary if the customer uses the line for hours a
day, or for mere minutes a day. Thus, as a matter of sound economic theory and following cost causation principle
it is more appropriate to recover these costs via fixed monthly charges assessed to the end user customer
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which electronically routes the call along a wired path known as a transport trunk to the

interexchange carrier's point of presence ("POP"). At that point, the LEC hands the call

off to the interexchange comer and the originating access service ends. The origination_)

functionality is performed in the same manner, using the same equipment and facilities

regardless of the identity of the interexchange carrier, regardless of the intercanier

compensation regime that applies to the call, and regardless of the call's ultimate

destination (interstate or intrastate). 1 provide an illustration of originating access in the

diagram provided in response to the next question

9 Q WHAT FUNCTIONS DOES THE LEC PERFORM WHEN IT PROVIDES
TERMINATING ACCESS SERVICE?

The process for completing or "terminating" a call to a wireline phone works the same

way as originating access, but in reverse. Picking up where I left off in the previous

illustration, after the INC receives a call from the originating LEC, the INC carries the

call on its own network to its switch nearest the called party's location. From there, the

INC hands off the call to the LEC that serves the party on the receiving end of the call

The terminating LEC performs the same functions as an originating local carrier, just in

reverse order: it uses its tandem switching (if necessary) and local transport facilities to

take the call from the INC's switch to the local switch in the end office that serves the

called party, and that switch then routes the call over the terminating LEC's local loop to

the called parry's telephone based upon the called number. As with call origination, call

termination is provided in materially the same manner, using the same equipment and

facilities, regardless of the identity of the INC, regardless of the intercarrier compensation

Depending upon the transport arrangements the access purchaser has made with the other carrier (ILEC or CLEC)
the call may first be routed from an end office to a LEC or CLEC intermediate "tandem" switch before being
delivered to the purchaser's switch, sometimes termed its "Point of Presence" or "POP
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regime that applies to the call, and regardless of whether the call comes from an intrastate

or interstate location

The diagram below illustrates originating and terminating access

Network Access Diagram

Incumbent LocalCarrier Network

Customer
Premises

End Office Sewing Wire Center
Point-of
Presence

Tandem Office

This diagram only shows the shared facilities option. The INC can choose to interconnect directly at either the End
Officeor the Tandem via switched dedicated facilities, in either case, the fiction performed by the ILEC is the

15



THE ILECS' CURRENT INTRASTATE SWITCHED ACCESS
RATES ARE INFLATED BY IMPLICIT SUBSIDIES

4 Q PLEASE PROVIDE A BRIEF OVERVIEW OF THE HISTORICAL
DEVELOPMENT OF THE ARIZONA LECS' INTRASTATE SWITCHED
ACCESS RATES

Historically, a single monopolist controlled both local and long distance phone service in

its assigned territory, and the applicable state commission regulated its prices. At that

time, Arizona and other states set prices for some services (such as long-distance toll

service, and local service for business customers) above cost, to subsidize below-cost

prices for other services (such as residential local service in high-cost areas).' Consumers

had little choice but to pay those regulated prices if they wanted to make long-distance

calls

With the breakup of the Bell System in 1984, local and long-distance service were

split" and the system of interstate and intrastate switched access charges, assessed by

local carriers on long-distance IXCs, was established. IXCs carried (interLATA) long

distance calls between their long distance switching facilities and paid switched access

charges to the LECs to connect the call from the end-user locations to the INC switches

Continuing the old practice of using long-distance prices to subsidize local service

switched access charges were set far in excess of the related switching and transport

costs, to generate a subsidy for the LECs to keep local exchange service rates below cost

The IXCs then recovered their switched access expense through the retail prices they

assessed to their end-user long distance customers. Thus, for consumers, the implicit

subsidy in access charges was in many was like a hidden surcharge buried in their long

distance rates

Qwest also concludes that high access charges are subsidizing local retail rates. See Qwest Response to Staff Data
Request STF 01-024(c)

16



Economists recognize that this system sacrificed economic efficiency in pursuit of

universal service, and that it could be sustained only as long as traditional wireline long

distance calls were consumers' only real option for long distance voice communications

In that closed system, it was mechanically possible to overprice long distance in order to

under-price basic local phone service as a way to promote "universal service," because

consumers options for escaping the high prices for long-distance service were far more

limited and far less adequate substitutes (e.g., mail, telegraph, or no communications at

an)

9 Q IS IT STILL POSSIBLE IN TODAY'S MARKET TO COUNT ON OVER
PRICED LONG-DISTANCE SERVICE IN ORDER TO SUBSIDIZE LOCAL
PHONE SERVICE?

No. Such subsidies cannot be maintained in today's highly competitive and

technologically diverse telecommunications market, simply because it is no longer a

closed" environment. New competitors, most of them substantially less regulated, have

deployed new technologies (some not even contemplated when the access charge regime

was established in 1984) to give consumers a broad range of options for long distance

communications. These competitors do not pay the excessive access charges to the same

extent that wireline long-distance carriers, like AT&T, must pays Customers who want to

communicate over long distances can use wireless phones, Voice over Internet Protocol

("VoIP"), electronic mail, instant messaging, Skype, or other alternatives in place of

wireline long-distance calling, and thus avoid paying high access charges

23 Q DOESN'T THIS ADVANCE COMPETITION IN ARIZONA?

No. High access charges put one group of competitors (wireline IXCs) at a huge, artificial

and unfair competitive disadvantage. AT&T and other wireline IXCs are being forced to
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pay excessive access charges to subsidize the LECs' local service, while other

communications services do not have to bear the same burden. Efficient competition

competition that maximizes consumer benefits--is advanced when consumers can pick

among competitors based on real economic differences like quality, customer service

and real economic cost, not purely artificial differences.° AT&T wants to compete for

Arizona long distance consumers, but if the Commission fails to remove the huge and

artificial cost disadvantage that AT&T must bear, then AT&T cannot offer consumers the

same competitive rates that it could offer if that unfair disadvantage were removed. The

Commission's policy should be to level the competitive playing Held such that consumers

should decide the market's winners and losers

HOW LARGE IS THE COMPETITIVE DISADVANTAGE THAT HIGH
INTRASTATE SWITCHED ACCESS CHARGES IMPOSE TODAY?

As things now stand, intrastate access charges as high as 1.3 cents per minute, for only

one end of an in-state call, are being imposed almost exclusively on long distance

interexchange can'iers such as AT&T. Meanwhile, new forms of communications which

be used in place of traditional long distance communications - internet service providers

VoIP providers,' text messaging providers," e-mail providers," wireless carriers," social

I would expect Qwest to agree, given the remarks of its CEO that "these charges greatly exceed their actual costs
and vary greatly based upon unrelated factors, such as the type of call, the jurisdiction of the call, or the identity of
the carrier. Such distinctions are neither practical nor rational in today's communications industry." See Remarks of
Qwest Chairman and CEO Edward A. Mueller at the l 20th annual National Association of Regulatory Utility
Commissioners (NARUC) convention in New Orleans on Nov. 17, 2008

VoIP providers include "interconnected" providers such as cable operators or Voyage, which offer services that
can make calls to and receive calls from the public switched telephone network. See 47 C.F.R. § 9.3. Other
providers such as Skype are generally "non-interconnected" and operate computer-to-computer, consumers perceive
those calls as "free

Text messaging providers include wireless providers, and a range of other testing options

E-mail providers include America On-Line (AOL), and Internet providers, as well as Yahoo, Hot Mail and a large
number of other providers

Wireless carriers include Verizon Wireless, AT&T Mobility, Sprint/NexTel, T-Mobile, and others
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networking websites are generally able to complete their calls for as little as 7/ l 00ths

of a cent per minute ($0.0007), or in the case of e-mail traffic (or social networking

websites), essentially for free. The difference between access charges and the 7/100ths of

a cent wireless intra.MTA call termination rate is more than 18.000%. No one can

seriously defend a regime where one type of carrier is charged so much more than

another for the same functionality. The following table illustrates these massive

disparities

Figure 1

BEGIN HIGHLY CONFIDENTIAL

END HIGHLY CONFIDENTIAL

14 Q COULD YOU ILLUSTRATE THE DISPARITY BETWEEN ARIZONA
CARRIERS' INTRASTATE AND INTERSTATE ACCESS RATES?

Social Networking sites include Facebook, Twitter, MySpace, Linkedln, and others
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Yes, the disparity is demonstrated by the next chart

Figure 2

BEGIN HIGHLY CONFIDEN"" A t

END HIGHLY CONFIDENTIAL

As one can see from the chart, intrastate access rates can be as high as 4,000% more than

the corresponding interstate rate, even though from a LEC's perspective both intrastate

and interstate switched access services involve the same function and the LEC incurs the

same cost

WHY IS THERE SUCH A D1SPAR1TY BETWEEN INTRASTATE AND
INTERSTATE SWITCHED ACCESS RATES. WHEN THE UNDERLYING
FUNCTION IS THE SAME?

The disparity is purely artificial, driven by legacy regulation. The FCC regulates

interstate switched access rates while state commissions have oversight authority on
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intrastate switched access rates. Originally, the system of subsidies existed at the federal

level too, but over several years the FCC has implemented significant reforms to the

federal regime. These federal reforms have significantly reduced - although not

eliminated - the implicit subsidies that had been buried in interstate switched access rates

As I show below, it is time (and in fact past time) for this CommissioN to adopt similar

reforms at the state level

8 Q YOU POINTED OUT THAT INTRASTATE SWITCHED ACCESS CHARGES
INCLUDE A SUBSIDY THAT WAS INTENDED TO "HELP" CONSUMERS BY
REDUCING LOCAL EXCHANGE PRICES. BUT HAVE THESE SUBSIDIES
REALLY HARMED CONSUMERS?

Unquestionably, yes. First, high access charges mean that consumers are paying more

than they should for intrastate long distance. While access rates vary across Arizona

LECs, such that some LECs charge rates that arc lower than others, the effects are spread

across consumers throughout Arizona, not just those served by the LECs with the highest

access charges. By law, IXCs must maintain statewide averaged long distance rates, so

excessive LEC access charges drive up the price of all long-distance calls: they affect

calls from Tucson to Flagstaffjust as much as they affect calls from Kinsman to

Holbrook

A deeper problem is that the access subsidy distorts and overstates the true cost of

wireline long-distance service, and prevents IXCs from fully competing against other

communications services like wireless coniers and e-mail or social networking websites

Likewise, implicit subsidies distort the true price of wireline local services, because local

carriers subsidize below-cost local rates through high access charges. Consumers are

Section 254(g) of the Act requires IXCs to geographically average their interstate toll rates and thereby spread
high-cost access charges across all of their end users. As a practical matter, lacs often do the same with intrastate
toll rates to enable uniformity in billing. See 47 U.S.C. § 254(g)
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best served when prices reflect underlying cost and all competitors can compete on a

level playing field

As I discuss later, the high access rates has motivated some chat line operators

and other unsavory actors to game the systems and create traffic pumping schemes

which ultimately harms all consumers

III. RESPONSES TO SPECIFIC ISSUES RAISED BY PROCEDURAL ORDER

ISSUE 1: WHA T CARRIERS SHOULD BE CO VERED B YACCESS REFORM?

Q WHAT CARRIERS SHOULD BE COVERED BY ACCESS REFORM?

All Arizona local exchange companies who operate under the jurisdiction of the Arizona

Corporation Commission (specifically Qwest, Verizon, all independent telephone

companies regulated by the ACC, including the ALECA members, and the CLECs)

should have their access charges reformed in order to promote efficient competition in

the Arizona telecommunications industry, and keep Arizona ahead of the transition

toward efficient adoption of different types of innovative technologies, e.g. broadband

High access charges and implicit subsidies hurt consumers and competition no matter

which LEC collects them. The Commission has all of these LECs before it now. It

should address all LECs equally, now, rather than allowing some LECs to continue

collecting implicit subsidies and distorting the telecommunications market for all

consumers across the state

Dr. Aron discusses in her testimony how continuing with the current implicit subsidy system can impede
iciency and discourage investment and innovation
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1 Q THE CLECS DID NOT HAVE HISTORICAL MONOPOLIES ON LOCAL
SERVICE. WHY SHOULD THEY HAVE THEIR ACCESS CHARGES
REDUCED ALONG WITH THE ILECS' CHARGES?

For at least four reasons. First, and most importantly, while CLECs did not and do not

have market power in retail local service, they (and other LECs) do have market power in

the wholesale access market. If an AT&T cud user calls a home or business served by a

CLEC, AT&T must deliver the call to that CLEC and pay that CLEC's terminating

access charge no matter how high that charge is. AT&T simply has no choice. It is not

permitted to block the call, nor can it deliver it to a different LEC and avoid the high

access expense. Moreover, AT&T cannot charge a higher long-distance price for that

call (or for calls to customers of that CLEC), to give the end user an incentive to avoid

calling that CLEC's customers. Instead, AT&T has to average its long-distance prices

for all customers in a geographic region

The same is true for originating access: If an AT&T end userchooses a particular

CLEC for local service, AT&T has to accept that end user's long-distance calls and pay

that CLEC's originating access charges. AT&T cannot block calls, it cannot forbid its

end users to choose a particular CLEC for local service, and because of geographic

averaging requirements AT&T cannot charge higher rates to end users that use a

particular CLEC for local phone service. Under these circumstances, consumers receive

incorrect price signals and are unaware of the true cost of the service they receive, and

they select a CLEC without knowing that their decisions cause their long-distance carrier

to pay the CLEC's excessive access charges

Second, implicit subsidies and inflated access charges are handful no matter what

LEC assesses the charges and collects them. The harm comes because IXCs (and their
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retail customers)have to pay those charges, without an opportunity to refuse doing

business with the CLEC, the way firms can in a competitive market

Third the access service that CLECs Pxuv :iv no .uw.1ca1. + . IIH ah u1al.CII181 L

to the access service that ILE Cs provide. CLECs should not receive preferential

treatment, and they should not receive higher payments than the ILE Cs for what is the

same function. Such an artificial advantage distorts competition for local service, on top

of the distortion that high access charges cause for long-distance communications. It

gives CLECs the opportunity to use their inflated access charges to undercut the local

exchange rates of the ILE Cs so that they can win over the end user, who does not know

(or care) that the CLEC is only offering a "good deal" on local service because its access

charges are extraordinarily high

Fourth, the fact that CLECs did not have historical monopolies on retail local

service gives the Commission even more reason to reborn CLEC access rates. As I

discussed earlier, traditionally, ILE Cs charged high switched access rates to subsidize

below-cost local service and thus promoted universal service in rural areas. This was the

UaaluquzdyIu quo UP lu H'ioI'10poiy BUT Llfhnuz 11.44b. 1_,1_>CS do not have au

obligation to provide service to any customer. CLECs pick and choose their retail

customers, and they do not have to provide below-cost service to anyone anywhere. So

there is no quidpro quo: handing a subsidy to a CLEC is just handing a subsidy to the

CLEC. with no benefits for universal service
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ISSUE 2 ... TO WHAT TARGETLEVEL SHOULD ACCESS RA TES BE REDUCED?

3 Q SHOULD INTRASTATE SWITCHED ACCESS RATES BE REDUCED?

Yes. As I describe in more detail in part (A) below, a meaningful and immediate

reduction in intrastate switched access rates is necessary. The massive implicit subsidies

in the LECs' current access rates harm consumers by artificially driving up the retail

price of wireline long distance service, and by unfairly disadvantaging one set of long

distance competitors (wireline IXCs), which prevents consumers from achieving the

benefits of full and fair competition. Moreover, continuing to give massive implicit

subsidies for the old circuit-switchednetwork distorts LECs' incentives to invest innew

broadband facilities

As I discuss in part (B) below, reducing the LECs' intrastate switched access rates

will benefit consumers by reducing long-distance prices and promoting full and fair

competition. I also show that reducing intrastate switched access rates will encourage

efficient broadband deployment in Arizona

More fundamentally, the old idea of implicit subsidies simply cannot be sustained

tnr\say' s competitive market and as those su sidles uxu-v snort for universal se

in Arizona will vanish

19 Q WHAT TARGET LEVEL SHOULD THE COMMISSION USE IN REDUCING
INTRASTATE SWITCHED ACCESS RATES?

The Commission should order all LECs to reduce their intrastate switched access rates

and structure to match their corresponding interstate rates. In addition to the benefitsl0

Although my proposal for the CLECs discussed above is that their intrastate rates are capped at the levels of
ILE Cs in whose territories the CLECs compete, this essentially will mean that the CLECs will also mirror their
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that will flow from reducing intrastate switched access rates generally, this "parity

approach will yield several other benefits. First, parity is straightforward and allows the

Commission to capitalize on reforms adopted at the federal level Qiust as many other

states have done) while still keeping access rates above the related costs. Second, parity

between interstate and intrastate rates follows logically from the fact that both intrastate

and interstate switched access service are materially the same functions and should be

charged at the same price. Third, eliminating the disparity between interstate and

intrastate rates will simplify billing and decrease the incentive that the present system

creates for harmful arbitrage and fraud. I will discuss these benefits in more detail, later

in part (C)

A. THE COMMISSION SHOULD IMMEDIATELY REDUCE THE LECS
INTRASTATE SWITCHED ACCESS RATES

14 Q IN GENERAL TERMS. PLEASE DESCRIBE THE RATE STRUCTURE OF THE
ILECS' INTRASTATE SWITCHED ACCESS CHARGES IN ARIZONA

As a general matter, each ILEC has traffic sensitive rates for the switching function and

any transport functions it provides to IXCs. In addition, each ILEC has something called

a "Camlet Common Line Charge" (CCLC), which is a per minute of use charge that is

not cost based, does not exist on the interstate rate regime, and is nothing more than a

subsidy rate element designed from the beginning to subsidize basic local telephone

S€TV]C€

intersta te ra tes since pursuant to FCC rules their intersta te ra tes have been capped at the competing ALEC's intersta te
rate levels since 2001

Attached as OAOExhibit  B is a  l ist  of the ILE Cs' Carr ier  Common Line Charges as obta ined from their  ta r iffs
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1 Q HOW MUCH DO THE ILECS CHARGE FOR INTRASTATE ORIGINATING
AND TERMINATING SWITCHED ACCESS IN ARIZONA?

As shown in the tables below, the ILE Cs' intrastate switched access rates range anywhere

uuul about Cenis PCI uuuuu: Lu abhigh as 13 cents per minute 1u1 ::1u1c1 uugllrauug up

terminating access. So for an intrastate toll call that originates and terminates in Arizona

AT&T must pay the applicable [LEC or ILE Cs as much as 4 to 26 cents per minute for

swi tched access

9 Q DO SOME ILEC ACCESS CHARGES EXCEED AT&T'S AVERAGE RETAIL

LONG DISTANCE PRICE?

Unfortunately, yes. As I show in the chart below, some ILE Cs assess AT&T per-minute

access charges in excess of the average price the competitive long distance market would

allow A'll&T to collect Hom its retail consumers for every access minute. For those

particular ILE Cs, AT&T loses money on every minute of long distance calls originated

and terminated in those ILE Cs' service territories, even without taking AT&T's other

costs into account .  These examples are i l lust rated below
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[BEGIN CONFIDENTIAL INFORMATION]

3 [END CONFIDENTIAL INFORMATION]

In addition to comparing the long distance price with the average switched access rates among all ALECA
members, AT&T has attached as OAO_Exhibit C charts comparing the switched access rates of Citizens-Frontier
and Verizon
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1 Q HOW MUCH MORE ARE ARIZONA ILECS' INTRASTATE RATES HIGHER
THAN THEIR CORRESPONDING INTERSTATE RATES?

As discussed and illustrated earlier. the Arizona ILE Cs' intrastate rates are as much as

4,000% higher man mtersiaie

6 Q IF ILECS USE THE SAME PROCESS AND FACILITIES FOR CALL
ORIGINATION AND TERMINATION AS YOU DISCUSS EARLIER. WHY ARE
THEIR INTRASTATE SWITCHED ACCESS RATES SO MUCH HIGHER
THAN THEIR INTERSTATE RATES?

The ILE Cs' intrastate switched access rates were set during the time that access rates

were intentionally allowed to exceed their incremental costs by a substantial amount in

order to generate subsidies for local service rates. Although similar subsidies exist in

interstate charges, the FCC has implemented a series of reforms that reduced the level of

interstate subsidies. The Commission has yet to implement those reforms at the state

level, so there is currently a large gap between interstate and intrastate rates

17 Q DO THE CLECS' CHARGE HIGHER INTRASTATE RATES THAN THE ILECS
IN WHOSE SERVICE TERRITORIES THEY OPERATE?

Yes, the CLECs' rates are generally higher

21 Q PLEASE EXPLAIN WHY THE CLECS' INTRASTATE RATES ARE SO MUCH
HIGHER THAN THE ILECS INTRASTATE RATES OR THE CLECS
INTERSTATE RATES?

Originally, the market entry by CLECs was meant to create competition for local service

and such competition was expected to infect switched access service and help constrain

access charges, but that has not happened after at least 13 years of CLEC presence in

telecommunications business. The reason is that the CLECs. like ILE Cs. have market

power over the facilities that connect their customer to the rest of the public switched

telephone network. The physical structure of the public switched telephone network

makes it impossible for more than one LEC to serve any single telephone line connecting
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a customer's premises." So if an end user places a long-distance call to, or from, a

CLEC's line, the INC has to pay the CLEC's access charge. It cannot ask some other

LEC to originate or terminate the call. And because of requirements in federal law that

IXCs charge averaged prices, the INC cannot selectively increase its long-distance prices

on calls made to or from CLECs, in order to recover the access cost and send a signal to

the end user to choose lower-cost LECs

The CLECs are taking advantage of all of these factors. They understand that if

the law precludes an INC from selectively imposing higher toll rates on its customers

who take CLEC local exchange service, the CLEC has the opportunity to charge

excessive access rates. Those access rates will simply be averaged into the INC's

statewide toll prices. In short, market forces cannot, and do not, discipline CLEC access

rates. The INC cannot reasonably establish long distance prices that are specific to the

LEC that originates or terminates a call. Because by law INC prices are averaged on a

statewide basis, the CLEC's end-user customer is insulated from knowing that his or her

long distance calling is imposing disproportionately high costs on the INC. If left on

their own, the CLECs have an incentive to increase access rates as much as they can. In

this environment, the Commission needs to establish an appropriate cap on CLEC access

rates as the FCC has done since 2001

As discussed earlier, other reasons include: 1) difficulty to geographically deaverage toll prices makes it
impractical for IXCs to pass higher access costs directly to the end user that selects a LEC with high access rates
they are simply spread and essentially paid for by all consumers in the state, including those that select the more

iciest low access LECs, 2) due to federal prohibition against call blocking IXCs cannot reject calls from or to a
LEC that charges high access rate

See In the Matter of Access Charge RefOrm, Reform 0/'Access Charges Imposed by Competitive Local Exchange
Carriers, CC Docket No. 96-262, Seventh Report and Order and Further Notice of Proposed Rulemaking, 16 FCC
Red 9923 (2001) ("CLEC Access Reform Order")
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1 HOW DOES THE GROWTH OF COMPETITION AFFECT THE CURRENT
ACCESS CHARGE SYSTEM?

With the growth in competition that I described earlier, the current system becomes

unsustainable. Implicit subsidies are incompatible with a competitive market, because

consumers will choose alternatives that allow them to avoid the subsidies and because the

competitors that have to bear the subsidy burden (in this case, IXCs) cannot fully

compete. Since competition is now widespread and is intensifying in segments of the

communications marketplace, providers should be recovering the costs of their retail

services from their own retail customers, rather than relying on subsidy payments from

other carriers, The Commission now has a great opportunity to modify its policy to

promote effective competitive outcomes that would benefit all Arizonans

Competition has grown not only in the long distance market, but also in the

market for local retail service, and the lLECs themselves have recognized that fact

With competition this evident, the original purpose for which the implicit subsidies were

established has diminished, if not disappeared. Universal service does not need the same

subsidies, because consumers already have so many alternative options for their local

retail service

See the following: i) Qwest 2008 annual 10K report, pp. 9, 12, 31
(i(§0)()hot 5://1naté rials.pr<>x vote.cc>n1fA roved/ 6/AR 86466'HI1IML'Vdefauli.htm

ii) Qwest July 30, 2009 10Q report,p.46: hot :// hx.corp_Q;8;;3_;...g;gt,';833g:nix.zhtml'?c=-I 1953584 =1rol
SECI,Text&TEXII \HR0cDovL2NiYm4uMTBrd2l6YXJkLmNvl1S4)4hWwvZmlsaW5nLnhtbD9vZXBvPXRlbmsma
XBhZ'7U9N_l()zODA()MlZhd.HRhY2 9T04mclhCUkw9MO 'd%3d

hot :// l'1x.corau1'z1lc
ir.net/External.File?item=UGF ZW50SU 9MzM MzgMEN.Q4.W;L<§U ¢>mzE(>n'k2fFR5¢Q49mf ==&t=l
iii) Frontier 2008 annual 10K report, pp. 5, 7, 10:

If, however, the Commission believes subsidies would be appropriate in some areas or for a limited class of
consumers, those subsidies should be explicit, and they should be drawn from a broad universal service fund to
which all providers contribute in a competitively neutral manner. In a market where AT&T and other long distance
companies must compete against a host of new technologies and new entrants that do not incur access charges in the
same way, there is simply no reason to maintain intrastate access rates higher than interstate rates for the same
functions

Q
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1 Q PLEASE EXPLAIN FURTHER HOW COMPETITION IS NOW WIDESPREAD
IN ALL SEGMENTS OF THE COMMUNICATIONS MARKET

The manner in which consumers communicate has completely changed. Never before

have consumers communications choices. They can order goods and

services over the Internet. They can network with their friends and colleagues through

Facebook, Twitter, MySpace, Linked In and a host of other social networking websites

They can send a friend a text message on their mobile phone. They can obtain

government information and forms with a mouse click. They can obtain voice services

from a local telephone company, a long distance company, a wireless carrier, a cable

operator, or from a VoIP provider such as Voyage or Skype that allows them to utilize

their broadband computer connection for voice calls

12 Q PLEASE EXPLAIN THE DIFFERENT TYPES OF COMPETITION THATHAVE
GROWN IN RECENT YEARS

Let's begin with wireless service: as of June 2008, Arizona had almost 5 million wireless

subscribers. which means that at the end of 2008 some 76% of Arizona residents 4 that is

residents, not households - had a wireless phone," And after excluding children younger

than 15 years of age, Dr. Aron has shown in her testimony that 97% of the state's

wsiuclll s uavc:a wireless phone.Ill June2003, there were 2.6million wireless

subscribers. which mean that the number of wireless customers has increased in Arizona

by 87% in six years alone

In the Matter of Implementation of Section 6002(b) of the Omnibus Budget Reconciliation Act of 1993, Annual
Report and Analysis of Competitive Market Conditions With Respect to Commercial Mobile Services, WT Docket
No. 08-27, Thirteenth Report. Released January 16, 2009 ("FCC Thirteenth Competition Report"). This Report can
be found at htti>:,1"iii@3@.!§>§r4, ICe8< g,l<w>_Qg1ll_c30.Q31alch"UA-09~54 M il The population of Arizona at year
end 2008 was 6.500.180. so 76% of Arizonans had a wireless phone. §_c;e
bttp1/_/factfindegqeinsusgov'servlet/'S;\_FFP9p\1lation cm ~Searcl1&geo id - 0l(l0()US& l1cuLlol1text==01000US
C04000US42 street & county & cnvT¢ wm 8; >talc~--()4(l00l S048; zip 84 lam:-en& >se=on&Act\veGeoDI»

gco§€lcct&.L1seEV=~&nc_;xt=fph&pgsl-.Ul08; submenulcl-'-pcvwllation ()&d:4 I1u111e__qLlll& ci _nt3r=nu&qr_na1n_g
null8LreQ=null knol l&  keywor d - &  i nd>hw



Wireless carriers serve consumers across all of Arizona, including the ALECA

territories. That is consistent with the FCC's findings that, nationally, approximately

of the U.S. population living in rural counties has at least one or more carriers

offering mobile telephone service." Other national reports reveal similar observations, a

growing number of consumers are now deciding to rely exclusively on wireless services

A recent May 6, 2009, study from the Center for Disease Control observed that "one of

every five American homes (20.2%) had only wireless telephones during the second half

of 2008," and that the trend is accelerating

Likewise, text messaging has literally exploded since the Commission last looked

at LEC access rates. The FCC reports that as of December 2007, customers sent 48.1

billion text messages a month compared to only 2.8 billion in December 2003

Technologies such as DSL, broadband cable and VoIP have also become more

popular and those providers are challenging interexchange carriers in the marketplace

The FCC reports that as of lune 2008, there were 2,860,516 high speed lines in service in

Arizona, a number that has likely grown in the nearly eighteen months since the FCC

gathered that data. The same report shows that every zip code in Arizona has at leastL /

three high speed providers, and about 57% of those zip codes have at least ten high speed

providers. Any customer with a high speed connection can use that connection for

Internet access, e-mail, and social networking, as well as for free computer-to-computer

service such as Skype, or a computer to PSTN, to make voice calls and avoid traditional

FCC Thirteenth Competition Report at 1i104. Paragraph 102 of the Report defines a "rural area" as a county with
a population density of 100 persons or fewer per square mile

Blumberg and Luke, Wireless Substitution,EarlyRelease Estimates jrom the Nation Health Interview
Survey, July ~December, 2008, i338 cdc.s1ov/ncl um.:/nhis.'earlvrelease/wireless20090

FCC Thirteenth Competition Report at p. 7

he 8 jQ3Q1g)<,- the Q<)w,d<>cs ublic/attachmatch/DOC-2Q_;_i 0 1 A L d



subsidy-laden long distance prices. As of the end of let Quarter 2009, Skype reported

over 443 million users worldwide, adding 37.9 million new users in the l°' Quarter 2009

alone

4 Q HOW DO THESE CHANGES SUPPORT AN IMMEDIATE REDUCTION IN
INTRASTATE SWITCHED ACCESS RATES?

Suffice it to say,none of the alternatives to wireline long distance service is saddled with

access charges or subsidies in the same way as traditional wireline long distance. Not

only is it inequitable to impose a disproportionate subsidy burden on one industry

segment - IXCs -- but, as importantly, because the competitive alternatives I have

described are eroding wireline long distance traffic and thus the implicit subsidies in

access charges, the LECs cannot continue to rely on access subsidies going forward

The Commission can now conclude that there is no reasonable argument for requiring

IXCs to continue paying high anti-competitive access charges that their competitors do

not pay

15 Q YOU POINTED OUT THAT OTHER SERVICE PROVIDERS DO NOT INCUR
ACCESS CHARGES IN THE SAME WAY AS IXCS. HOW ARE OTHER
PROVIDERS CHARGED DIFFERENTLY?

Onlv wireline IXCs incur intrastate switched access charges on virtually all of their

intrastate long distance calls. By contrast, other carriers incur access charges only on a

small portion or none of their traffic. It is beyond debate that the lion's share of the

access charge burden falls squarely on the IXCs

Wireless carriers, for example, pay access charges only on long distance calls that

are routed outside the "Major Trading Area" ("MTA") where the call originated. All

wireless calls within a MTA arc treated as "local." As a practical matter, that means most

http://ebayinkblogcom/2009/04/22/newsroom-april-2009/
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intrastate wireless calls are not subject to intrastate access charges because MTAs are

very large - in fact in Arizona a single MTA covers the majority of the state. The

Phoenix MTA (#27) covers most of Arizona, and spans from the southern to northern

border of the state, with only small parts of the state on the upper western and easter

sides covered by the Los Angeles-San Diego MTA (#2) and El Paso-Albuquerque MTA

(#39) respectively." All calls within MTA #27 are intraMTA calls, and are treated as

local calls subject only to FCC-established reciprocal compensation termination charges

For carriers such as Qwest in Arizona that have opted into the FCC's ISP Remand

Decision that reciprocal compensation rate is $0.0007 per minute, while other carriers

assess their Commission-approved local call termination charge for intraMTA wireless

call termination

Similarly, VoIP-originated calls are not subject to originating access charges and

in some instances, are terminated at reciprocal compensation rates instead of the much

higher switched access rate." Text messaging, instant messaging and email providers pay

no terminating charges at all - not even the much lower rates that wireless and VoIP

providers pay

last '>;,="t".>»*i:'(:3c:ss. 12:43. .t <.}\§;*;zLic2 ma sf  Dai au"1 595. 3_1 1 8 4 29.1

Qwest reports that, pursuant to interconnection agreements, it charges for intraMTA traffic reciprocal
compensation rates in the range of bill and keep (i.e. SO) to $0.0009 per minute. See Qwest Supplemental Response
to AT&T Data Request 03-009S1

There have been disputes about the appropriate treatment of VOIP traffic caused by the arbitrage opportunities
that some VOIP providers want to seize, and they contend that the FCC's "ESP exemption" excuses them from
paying access charges for interconnection with PSTN. See AT&Tls July 17, 2008 Ex-parte Blind in "Re Developing
a Unified Intercarrier Compensation Regime, CC Docket No. O1-92, High Cost Universal Service Support, WC
Docket No. 05-337, Federal-State Joint Board on Universal Service; CC Docket No. 96-45; Inter-carrier
Compensation for ISP-Bound Traffic, WC Docket No. 99-68, Establishing Just and Reasonable Rates for Local
Exchange Camlets. WC Docket No. 07-135. Some iLE Cs have opposed the VOIP provider's position, thus leading
one to conclude that the issue of VOIP compensation remains ambiguous and unresolved and pragmatically VOIP
calls are not consistently assessed the high access charges that are imposed on l 00% of wireline INC traffic. See
also Petition of Feature Group IP for Forbearance from Section 25 l(g) of the Communications Act and Sections
5l.701(b)(1) and 69.5(b) of the Commission's Rules, WC Docket No. 07~256 (filed October 23, 2007), Petition of
Embarq Local Operating Companies for Forbearance from Enforcement of Section 25 l(b) of the Communications
Act and Commission Orders on ESP Exemption, WC Docket No. 08-8 (filed January l 1, 2008)
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In short, this patchwork of rates for the same call completion functionality is anti

competitive and unsustainable. AT&T and other wireline long distance caneiers cannot

be expected to compete effectively if they must pay high intrastate access charges while

their competitors can complete calls for a fraction of a penny or for nothing at all

5 Q DO LECS USE THE SAME FACILITIES TO TERMINATE WIRELINE
WIRELESS AND VOIP CALLS?

Yes. Once the call has reached the LEC's network and is handed off to the LEC either at

the end office switch or tandem switch, the process for terminating the call is materially

the same whether it is a wireline. wireless or VoIP call. This is another reason it is noJL

longer acceptable to require wireline IXCs to pay high switched access charges, when

competitors using different technologies pay much less or nothing for call origination and

termination

14 Q ARE ASYMMETRIC RATES FOR TERMINATION HARMFUL TO
COMPETITION. CONSUMER WELFARE. AND ECONOMIC GROWTH IN
ARIZONA?

Yes, the asymmetry is harmful to all three. As Dr. Aron already explains in her

testimony, the best (i.e. most valued) use of the society's scarce resources is when they

are committed to uses that "respond to consumer's tastes and preferences. There is9933

evidence that consumers are beginning to change their preferences in favor of broadband

and other technologies, thereby slowly abandoning the presently subsidized PSTN circuit

network. For example, the trend across the country and in Arizona is that

communications services are increasingly being provided on the broadband platform, or

other technologies, and consumers are getting all of their communication needs bundled

Wireless and VoIP calls originate on different networks and therefore undergo protocol conversion where they are
translated to the LECs' network protocol. This is transparent to the LEC

See Dr. Aron's Direct Testimony at Section VI (E)
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from one source." Therefore, it is wasteful for society (i.c. for Arizonans) to continue

allowing the current implicit subsidy system to continue to distort and "inhibit

competitors' ability" to operate on merit. With declining intrastate toll usage, subsidy

sources will evaporate and consumers who are heavily reliant on extraordinarily low

priced services will no longer have access to that support. It is too early to disccm what

blend of pricing structures (Ag. either the newer bundled pricing for broadband and

wireless services or a different variety) would prevail, but it is not likely to be the current

implicit subsidy system. The Commission should act now to encourage an efficient

transition, and at the same time cushion consumers from a price shock, by gradually

transitioning the subsidy laden system towards more realistic prices. Moreover, because

broadband services have never had implicit subsidy sources like access charges, they

have been priced higher than local phone service rates which have reflected such implicit

subsidies. Gradually adjusting end user local phone services charges to eliminate

implicit subsidies will therefore better prepare consumers for the transition to (higher)

broadband service charges, and therefore may better encourage broadband service

adoption, a national goal

ILE Cs have realized this trend and are already taken steps to deploy broadband capability in theirnetwork
including by the ALECA members in rural Arizona.For example, TDS states, in its 2008 annual report, that it
continues to add broadband customers and increase data revenues through its ILEC operations, and the company is

attracting commercial customers with high-speed broadband and voice solutions through its competitive local
exchange carrier (CLEC) business. TDS Telccom's strategy of bundling broadband, voice, and video services is
helping the company offset the revenue loss from a decline in voice service physical access lines." and ..at the end
of 2008, approximately 90 percent of TDS Telecoin's ILEC lines had access to DSL capability, and 85 percent of its
ILEC DSL customers received 1.5 Mbps or taster service, with 52 percent having 3 Mbps or faster service. The
company offers its commercial customers in certain markets speeds of up to lG." See http://rnedia.corporate
ir.net/media files/IROL/67/67422/2008AR/htm1/letter.l\¥ml
This type of effort should be encouraged, not hampered or stalled by continuing the existing antiquated pricing
system
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However, continuing to implicitly subsidize the legacy network when consumer

preferences are migrating to broadband services or other technologies provides the wrong

incentives for companies and distorts investment decisions as I mention above

IN LIGHT OF THESE CHANGES IN THE TELECOMMUNICATIONS
INDUSTRY, CAN THE ARIZONA ILECS' EXISTING HIGH INTRASTATE
ACCESS CHARGES STILL BE CONSIDERED JUST AND REASONABLE?

No. The emergence of these competitive alternatives means that even if the ILE Cs access

chargeswere once thought to be just and reasonable, they can no longer be considered

just" or "reasonable" as competition from multiple sources and multiple technologies

has exploded. Rather, excessive access charges must be viewed for what they are - an

impediment to competition and a hand to Arizona consumers. No system can be

considered "just and reasonable" if it arbitrarily handicaps some competitors and favors

others

Time is of the essence in correcting this problem. In 2008, IXCs (or, more

specifically, the laCs' customers) paid the Arizona LECs approximately $56 Million

more than if intrastate switched access rates had been reduced to parity with interstate

rates." Every day IXCs (or,to be more precise, IXCs'customers)are paying the Arizona

LECs $155,000 more than if intrastate switched access rates were set at interstate

levels." That is a huge competitive disparity that demonstrates the current intrastate

access rates are unjust and unreasonable. The Commission should eliminate that

disparity

These numbers are based on third party Highly Confidential data submitted by LECs in response to data request
The vintage varies ALECA submitted 2007 while others are based on 2008 data. Also the ALECA data are
aggregated and are not provided on a can*ier by carrier basis. AT&T may adjust its analysis once more updated data
are received
36 Id. See OAO Exhibit D
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1 Q DOES THE GROWTH OF ROBUST COMPETITIGN AFFECT ONLY IXCS?

No. As I have noted, the dramatic changes to the competitive market put the ILE Cs at

risk if intrastate access rates remain at such high levels. The characteristics of today's

communications marketplace are such that consumers are showing preference for getting

all of their communications needs from only one source, including local service

Therefore, to the extent high long distance rates are a contributing factor in consumers

decisions to move to different technologies, it is also going to be a factor in consumers

decisions to discontinue ILE Cs' wireline local service altogether and to seek bundled

packages from alternative technologies. As that is occurring, ILE Cs are being forced to

recover their costs from a continually shrinking customer base. Ironically, then, high

access charges arc drying up the stream of subsidies they were supposed to provide, and

the ILE Cs have expressed concerns as noted earlier

The ILE Cs' concerns are not merely theoretical. In Arizona, they have lost 309

of their access lines since 2003, and in the last two years alone, the line loss has averaged

8% per year." Undoubtedly, because the implicit subsidies embedded in wireline long

distance rates adversely affect consumer perceptions of value, an ever-increasing number

or consumers are aeciaing. to forego wireline service altogether. I previously iwted the

May 6, 2009, report from the Center for Disease Control that "more than one of every

five American homes (20.2%) had only wireless telephones during the second half of

The ILE Cs themselves have recognized that subsidies exist in access charges and have acknowledged the trend
across the country where there are continued push to have the subsidies removed. They are also aware that facilities
based local competitors and other non-traditional providers have targeted their customers, and they are bracing for
continued revenue losses from access services as they continue to lose those customers. See e.g. Frontier 2008
Annual 10K Report, and Qwest Response to Staff Data Request STF 01-024

Based on AT&T analysis of ALEC's data submitted to NECA. SOurce: NECA USF Data Submission for 2002 to
2007, Universal Service Fund Data, NECA Study Results, DL070_CAT_13_LOOPS (Released September 2008)
hum www.fkzc.gov/wcb/iatd/neca.html
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2008," and that the trend is accelerating. At least in part, consumers are deciding to_av

forego wireline service in favor of other technologies (e.g. wireless, VOIP, text

messaging, social networking, etc.) because they perceive traditional wireline long

distance calls to be expensive, relative to these alterative forms of communication that

are sometimes available at no charge

ARIZONA CONSUMERS AND LECS WILL BENEFIT FROM
REDUCING INTRASTATE SWITCHED ACCESS RATES

9 Q WILL MEANINGFUL REDUCTIONS IN LECS' SWITCHED ACCESS RATES
BENEFIT ARIZONA CONSUMERS?

Yes. First, intrastate switched access charges are a principal component of the wholesale

cost that IXCs incur when they provide retail long-distance service. In fact, as I

described earlier, today in certain instances AT&T must today pay per-minute intrastate

access charges that are higher than its per-minute retail prices for long-distance service

Obviously, high wholesale costs drive up retail prices, conversely, decreases in the

wholesale cost of providing a service lead to a decrease in retail prices for that service. It

is a basic economics principle that all firms will maximize profit by reducing price when

their 'anal xuyul. costs are uuuuuu Thus. it is not surpmms Leal. comic research

confimis that wholesale cost reductions do result in lower retail prices

20 Q PLEASE EXPLAIN HOW ACCESS REDUCTIONS HAVE RESULTED IN
LOWER RETAIL LONG DISTANCE RATES. WOULD THAT TREND
CONTINUE?

Historical trends have shown that consumers' toll prices have consistently declined

following decreases in switched access rates. Dr. Aron presents a trend chart in her

Blumberg and Luke, Wireless Substitution, Ear bf Release Estimates from the Nation Health Interview
Survey, Julv December, 2008, _§€pt»iwvv\,§QQ,3Q_\_1i lgg g' uhis/cznrl vu-Ic8§8/w &g]ce4s2QQ*3(l5 .il 83



testimony that represents that the series of FCC's actions that reduced access charges

over many years have resulted in lower interstate long distance prices for consumers

Since competition for long distance service is even more robust now than in the past, any

decrease in intrastate access charges ordered in this proceeding will definitely benefit

Arizona consumers

The events of recent years are also instructive and lend more support to the

conclusion that reductions in access charges would be followed by decreases in long

distance prices. Recently, reductions in long distance prices have not only taken place

through tariff changes for a la carte service. Carriers in Arizona and other parts of the

country have introduced different lower priced calling plans in the form of bundled

packages. Each time a consumer selects a lower priced bundled package, that consumer

receives an effective price reduction and therefore real benefits. AT&T expects this trend

will continue because as access charges decline IXCs are even better positioned to reduce

end user toll prices

Indeed, this wholly unreinarkable proposition - that industry-wide cost reductions

will result in lower prices - has been proven time and again, in research including in the

independent study Dr. Aron presents showing that lower intrastate access charges

which form a major portion of the cost of retail long distance services - are in fact

materially associated with lower AT&T's intrastate toll prices

Intrastate and interstate access are similar in all material respect, and they involve the same companies who
lowered interstate prices (as expected by economics) when they experienced reduction in their interstate access
expenses. Therefore one would expect the same economic incentive would prevail if intrastate access charges were
reduced

The interexchange market is highly competitive and that competition has reinforced price reduction
as predict by economics. The IXCS reduce their toll rates to 1) compete against competitors lowering
rates in response to industry-wide cost reductions, and 2) compete against competitors using
technologies that do not incur access expenses, at least not in the same manner as IXCs
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1 Q IN WHAT OTHER WAYS WILL CONSUMERS BENEFIT FROM ACCESS
REDUCTIONS?

While it would be premature for AT&T to predict in advance all the different ways its

long distance prices will change when access rates are reduced .- in competitive markets

firms are generally unable to predict what form price competition will take - I can affirm

here that there are two prices AT&T will reduce if intrastate access reductions are

implemented as AT&T propose here. First, AT&T will reduce its $1 .49 per line in-State

Connection Fee ("ISCF") applicable to its stand-alone long distance customers. The fee

will be eliminated entirely when all Arizona LECs' intrastate access charges are at parity

with their interstate access rates. Second. as it has done in other states when access

charges have been reduced, AT&T will reduce in-state rates for its prepaid calling cards

That is a potentially important consumer benefit, because many low income consumers

use prepaid cards in lieu of traditional subscription wireline long distance

THE COMMISSION SHOULD USE INTERSTATE "PARITY" AS THE
TARGET FOR REDUCING INTRASTATE SWITCHED ACCESS RATES

INTERSTATE "PARITY" IS A STRAIGHTFORWARD
APPROACH THAT WILL REDUCE ACCESS RATES BUT
KEEP THOSE RATES ABOVE COST

23 Q WHAT APPROACH SHOULD THE COMMISSION TAKE TO REDUCE
INTRASTATE ACCESS RATES?

As many other states have already done, the Commission should require all local

exchange carriers to reduce their intrastate switched access rates to mirror their own

interstate rate structures and levels." Thereafter, each ILEC should be directed to update

its intrastate tariff at the very same time it changes its interstate rates, so that its intrastate

In this regard, if implemented in the revenue neutral manner proposed by AT&T there is no need for this
proceeding to undertake cost review
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rates continue to mirror its interstate access rates. The CLECs should also be required to

adj use their intrastate tariffs within 60 days of the date of the order here such that their

access charges do not exceed those assessed by the ILEC with whom they compete. For

ILE Cs, these changes should take effect after the Commission has restructured the AUSF

to ensure that ILE Cs could rebalance pan of the access reduction with access replacement

funding when retail rate flexibility is not sufficient

7 Q WHAT ARE THE BENEFITS OF USING "PARITY" WITH INTERSTATE
RATES AS THE TARGET FOR ACCESS REFORM?

The first benefit is that "parity" is a straightforward approach. As I described earlier, the

FCC has already implemented significant reforms to interstate switched access rates. The

Commission can take advantage of those reforms without having to reinvent the wheel

simply by requiring the LECs to reduce their intrastate switched access rates to match the

corresponding rate structure and rate levels

Further. because interstate access rates are still above cost. and because intrastate

access involves the same functions and the same cost. the Commission can be

comfortable that interstate rates will still be sufficient to cover intrastate access costs

1xn1'1"anl1t INvv 1L11uuu LI nm t{\ QQlY7Q nm 1\.» A Lll 1\J 1114111 ntentxous cost studies III' nnduntr; m u D , 111211

other states have already taken the same "parity" approach that AT&T proposes here, as

detailed in Dr. Aron's testimony and in OAO_Exhibit F attached to my testimony

21 Q HAVE ANY OF THE LECS CLAIMED THAT THEIR INTERSTATE ACCESS
RATES ARE BELOW INCREMENTAL COST?

To the best of my knowledge, none of the LECs have successfully demonstrated in any

state or in the federal arena that their interstate switched access rates are below relevant
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incremental costs or any other reasonable measure of cost." I am not aware of a single

instance in which the FCC or any court has ever found any Arizona LEC's interstate

switched access rates to be below relevant cost

THE FCC HAS ESTABLISHED COST BASED RATES THAT APPLY WHEN
CARRIERS DELIVER LOCAL CALLS TO ONE ANOTHER. DO THE FCC
FINDINGS REGARDING LOCAL CALL TERMINATION RATES SERVE TO
CONFIRM THAT LEC INTERSTATE ACCESS RATES ARE ABOVE
INCREMENTAL COST?

Yes. Initially the FCC set local call termination rates at $0.0015, but then decreased them

to $0.0007 specifically finding that

These rates reflect the downward trend in intercarrier compensation rates
contained in recently negotiated interconnection agreements, suggesting that they
are sufficient to provide a reasonable transition from dependence on intercarrier
payments while ensuring cost recovery

The FCC's cost based rate is well below the LECs' interstate switched access rates

which, as illustrated in Figure 1, can be as low as 0.07 cents. Long distance calls

terminate in the same manner as local calls (using either end office or tandem office

facilities) and the routing involved in termination of all types of calls is identical, so the

cost of tenninatin2 a local call is the same in all material respects as the cost of

AT&T has asked the LECs in this proceeding to identify any instances where they have claimed their interstate
rates are below incremental cost, and the LECs did not provide any response that indicates this assertion is untmc
Also, given that most of the LECs' access volumes are likely to be interstate minutes, then it stands to reason that if
the LECs' interstate switched access rates were set below cost and not compensatory, it would have a significant
negative effect on the company's profitability and would have provided a strong incentive to challenge such rates

All RBOCs and many ILECs have adopted the FCC's ISP-bound rate of $.0007 for their interconnection
agreements. For these carriers that have adopted the FCC's ISP order, this same rate is the reciprocal compensation
they will charge for intra-MTA wireless traffic, VoIP traffic and local wireline traffic

See In the Matter o/Implementation of the Local Competition Provisions in the Telecommunications Act of.I996
Intercarrier Compensation for ISP Traffic, CC Docket No. 96-98, and No. 99-68, at 6 (April 27, 2001) (remanded
on other grounds, WorldCom, Inc. v. FCC, 288 F.3d 429 (D.C. Cir. 2002), cert. den., Core Communications, Inc. v
FCC, 538 U.S. 1012 (2003), subsequent mandamus, In Re: Core Communications, Inc., 531 F.3d 849 (2008), order
on remand. In the Mailer of High Cost Universal Support, et al, WC Docket No. 05-337 (released Nov. 5, 2008)
(emphasis supplied)
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originating or terminating a long-distance call. So the fact that the LECs' interstate

switched access rates are wet] above the FCC's rates for local call termination (which the

FCC found sufficient to cover cost) confirms that the LECs` interstate switched access

rates are also well above any applicable measure of cost

PARITY WILL REDUCE BILLING COSTS AND
ELIMINATE HARMFUL ARBITRAGE OPPORTUNITIES

IN ADDITION TO ITS SIMPLICITY. WILL UNIFYING INTRASTATE AND
INTERSTATE SWITCHED ACCESS RATES AND RATE STRUCTURES ALSO
REDUCE LEC BILLING COSTS?

Yes. Unified rates can reduce LEC billing costs, if for no other reason than the LECs

will only have one set of rates to bill instead of two. Every Arizona LEC - ILEC and

CLEC - already has in place interstate rates and rate structures that comply with the

FCC's interstate access requirements. Likewise, every LEC already has mechanisms in

place that enable it to track, rate and bill access customers for interstate switched access

services. Once a LEC reduces its intrastate switched access rates to match - in both rate

level and rate structure - its counterpart interstate rates, it can simply use its existing rate

structures and billing mechanisms to bill the matching intrastate rates. Indeed, once

parity is implemented, the LECs will eliminate the costs associated with maintaining two

different rate structures and billing mechanisms for the same switched access functions

21 Q WILL "PARITY" BETWEEN INTRASTATE AND INTERSTATE SWITCHED
ACCESS RATES REDUCE OPPORTUNITIES FOR FRAUD AND ARBITRAGE?

Yes. The wide disparity between interstate and intrastate access rates creates

opportunities and incentives for carriers to engage in "call pumping," "phantom traffic

These comparisons demonstrate that there is no need to go through the lengthy and complex processes that would
be involved in calculating the actual cost of intrastate switched access service to the last fraction of a penny, as long
as no party is suggesting that intrastate rates should be reduced to cost
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and similar arbitrage schemes. Adopting symmetrical rates and rate structures will help

to reduce these problems

with regard to "call pumping" schemes, some local providers, spurred on by the

ability to benefit from high intrastate access prices, have developed processes that

encouraged the creation of chat rooms, adult services and other questionable services that

can generate high volumes of intrastate access traffic. The can*iers then kick back a share

of their access revenues to these providers. These schemes have generated a series of

complaints and other litigation proceedings before the FCC and state commissions (Ag

Iowa Utility Board), and recently have drawn the interest of the chairmen of three

separate U.S. Congressional Committees: Chairmen Waxman, Boucher, and Stupak

These arbitrage schemes are quite serious and difficult to control under the current

pricing system, as AT&T has expressed

AT&T and other are engaged in litigations with many current perpetrators for
their violations of existing law, but given the ease with which these schemes are
implemented and shifted rapidly to other locations, it is clear that after-the-fact
case-by-case litigation could never fully protect the public interest P. i

Phantom traffic" is the term used to describe schemes to disguise the

jurisdictional nature of calls in an attempt to treat intrastate calls as interstate in order to

take advantage of lower interstate switched access rates. These schemes may involve

inefficient routing of calls, attempts to mislabel the originating points of calls, and

attempts to deliver traffic without sufficient information for the LEC to determine the

jurisdictional nature of the call

See AT&T Letter dated October 27, 2009 to Honorable Henry A. Waxman (Chairman, Committee on Energy and
Commerce), Honorable Rick Boucher (Chairman, Sub-Committee on Communications, Technology, and the
Internet), and Honorable Bart Stupak (Chainman, Committee on Oversight and Investigation) Attached as
OAO Exhibit E

See Qwest Response to Staff Data Request STF 01-005

46



Disputes over "call pumping" and "phantom traffic" will be reduced once

intrastate and interstate switched access rates arc set at the same levels and share the

same rate structure

4 Q HAVE ANY LECS AGREED THERE ARE BENEFITS TO HAVING UNIFIED
INTER- AND INTRASTATE ACCESS RATES?

Yes. About one year ago Qwest Chairman and CEO Edward A. Mueller made the

following remarks before a NARUC conference

We need new rules that treat all minutes and all companies the same. Voice or
data. IP or switched. wireless or wireline. a minute is a minute and our intercan'ier
compensation rules should treat them the same
We support proposals by the FCC and others to significantly reduce terminating
switched access charges. These charges greatly exceed their actual costs and vary
greatly based upon unrelated factors, such as the type of call, the jurisdiction of
the call, or the identity of the carrier. Such distinctions are neither practical nor
rational in today's communications industry. We also believe that these changes
should be revenue neutral for the affected local exchange carriers through changes
in subscriber line charges, local rates, or other revenue replacement
mechanisms.... it is important that we recognize that the opportunities for
individual companies to exploit the existing rules -- through arbitrage [i.e. traffic
pumping] -- will not be eliminated until that transition is complete.""' (emphasis
added)

Likewise, the ALECA members have recently suggested, in a whitepaper, that the current

system is unsustainable and that the Commission should reduce their intrastate rates to

mirror their interstate counterparts

In order to provide immediate Arizona access rate reform, the intrastate
composite rate needs to be at the level of the interstate composite rate. This
reduction, if taken in isolation would cause significant economic hardship on the
ALECA members and may cause the failure of these enterprises. This type of
reform can only be successful if accompanied by revenue offset which preserves
revenue neutrality for rural carriers

Qwest Chairman and CEO Edward A. Mueller's remarks at the l 20th annual National Association of Regulatory
Utility Commissioners (NARUC) convention in New Orleans on Nov. 17, 2008
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The Commission should take the first step toward a unified switched access system by

adopting AT&T's proposal for intrastate-interstate parity." In addition, this reform will

help keep the traffic pumpers out of Arizona once the incentives to engage in their scams

have been reduced

OTHER STATES HAVE ADOPTED THE SAME "PARITY
APPROACH

10 Q HAVE OTHER STATES REDUCED INTRASTATE ACCESS RATES?

Yes. Numerous states, including New Mexico, Massachusetts, Illinois, and Texas, have

mirrored reforms the FCC has already adopted. These state commissions require local

exchange carriers' intrastate switched access rates to mirror their interstate switched

access rates, and thereby have taken steps towards eliminating market distortions and

therefore increased competitiveness in telecommunications

Like Qwest and ALECA, Verizon also supports reform as is clear from its actions

in other states where it is an ILEC and where its access rates have been substantially

reduced. In West Virginia, for example, Verizon agreed to reduce its intrastate switched

croce rnfgs fn xntm-Quvvvuu .». \¢>vr-l in return for wAv .,.....- retail local exchange prnrnnn

flexibility 52

Although this proceeding and AT&T's proposal do not address a comprehensive unification of all intercarrier
charges, it will certainly be a step in the right direction

The other states include Alabama, Georgia, Indiana, Iowa, Kansas, Kentucky, Maine, Mississippi, Nebraska
Nevada, New Mexico, North Carolina, Ohio, Oklahoma, Oregon, Tennessee and Wisconsin. Citations to the
statutes or commission policies implementing such policy changes are listed in OAO_Exhibit F

Petition by Verizon West Virginia Inc., Bell Atlantic Communications, Inc,, db Verizon Long Distance
MCIMct:ro Access Transmission Services LLC. db Verizon Access Transmission Services.  and MCI
Communication Services Inc., db Verizon Business Services requesting that Commission initiate a general
investigation of the intrastate switched access charges of competitive local exchange coMers operating in WV and
motion for confidential treatment of certain infonnation provided under seal, April 25, 2008, at pages 3-4
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ISSUE 3 - WHAT PROCEDURES SHGULD THE comm15s10n IMPLEMENT TO
A CHIEVE THE DESIRED REDUCTION INACCESS RA TES?

4 Q WHAT PROCEDURES SHOULD THE COMMISSION IMPLEMENT TO
ACHIEVE THE REDUCTION IN INTRASTATE ACCESS RATES?

This is a legal issue which our counsel will address in briefing. But, as I understand it, we

recommend that the Commission require all incumbent local exchange carriers, no later

than 60 days after the effective date of necessary revisions to the AUSF rules approved in

this Order. to reduce their intrastate switched access rates to the ILE Cs' interstate rate

structures and levels and, within 60 days of the date of this order, require all CLECs to

adjust their intré tstate tariffs so that their access charges do not exceed those assessed by

the ILEC in whose territory they operate. Each ILEC should also be directed to update

and mirror its intrastate tariff anytime it changes its interstate rates in the future and

CLECs should file conforming changes to match those of the ILEC with which they

compete

WHAT IF AN ILEC OR A CLEC DOES NOT MAKE THE REQUIRED FILINGS
TO ADJUST THEIR INTRASTATE ACCESS RATES AS YOU HAVE
DESCRIBED?

Again, this is a legal issue which we will address in briefing, but l understand our

position to be that the Commission should institute an Order to Show Cause against any

carrier which does not make such a filing as to why their intrastate rates should not be

reduced
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ISSUE 4 - SHOULD CARRIERS 8E PERMITTED TO CONTRACT FOR ACCESS
RATES THATDIFFER FROM THEIR TARIFFED RATES?

Q SHOULD THE COMMISSION PERMIT CARRIERS TO CONTRACT FOR
ACCESS RATES THAT DIFFER FROM TARIFFED RATES?

Unquestionably, yes. But first, like Issue 3 this is also a legal matter that our counsel will

address in AT&T's brief. provide only an economic perspective as follows. The

parity" approach I described above is a straightforward step that this Commission can

take quickly, and it makes a good general rule for all LECs. Parity will make significant

progress in reducing implicit subsidies, and it will generate significant benefits for

consumers and competition. But parity is not designed to be a complete reform, nor is it

designed to eliminate implicit subsidies entirely. The FCC or the Commission may

decide to implement additional reforms later. But in the meantime, individual companies

should be allowed to develop and negotiate additional reforms on their own, and they

should be allowed to enter into contracts that give them the opportunity to react to

changing market conditions. Generally, it takes a relatively long time to arrive at a

regulatory solution (months or years depending on the complexity of the issues involved)

Sometimes it takes several years to even bain an investigation. Therefore. during the

periods between regulatory reviews, companies may suffer undue economic harm if not

allowed the flexibility to derive business solutions in form of mutual agreements to help

them avert potential losses

For example, it has been eight years since the FCC initiated investigation into further interstate access reform and
more than four years since it initiated its ongoing comprehensive investigation of intercarrier compensation. See In
the Matter of Developing a Unified Intercarrier Compensation Regime, Federal Communications Commission
Further Notice of Proposed Rulemaking, FCC 05-33, Mar. 3, 2005. Likewise, the Arizona access proceeding was
initiated as far back as 2000

4
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While contracts may provide additional relief, a generic ruling that applies to all

carriers is still necessary to establish just and reasonable prices that will apply when

separate agreement is not reached. For a non-competitive service like switched access, a

generic ruling is needed to protect access buyers from the LECs' natural desire to exploit

their market power and charge excessive access rates. With a general pricing rule in

place, additional stability is ensured when no separate contract exists between parties

Further, a generic ruling is more efficient in the long run given the number of companies

operating in the market and the transaction costs involved in negotiating a contract with

everyone

ACCESS REFORM WITH REVENUE NEUTRAL
REBALANCING WILL PROTECT AGAINST REVENUE
LOSSES. ALIGNS ECONOMIC INCENTIVES WITH
CONSUMER PREFERENCES. AND PROMOTE
BROADBAND ADOPTION IN ARIZONA

ISSUE 5 - WHATREVENUE SOURCES SHOULD BE MADE A VAILABLE TO
CARRIERS TO COMPENSA TE FOR THE LOSS OF REVENUES?

18 Q SHOULD CARRIERS BE ALLOWED TO RECOVER THE REDUCTION OF
ACCESS REVENUES THAT WILL RESULT FROM ACCESS CHARGE
REFORM?

Yes. The Commission should allow carriers to recover lost access revenue by increasing

their retail rates for local service, and in certain cases, by drawing revenue replacement

from the state universal sen/ice iilnd. This proposal will be implemented in two steps

First, the Commission should give all carriers the opportunity to increase retail rates for

local service up to a "benchmark" established by the Commission (to the extent they do

This is not unusual, as telephone companies often try to avoid the rigidity of tariffs by including provisions that
enables Individual Case Basis (ICE) contracts so that they can be able to respond quickly to their customer needs in
a fashion that accommodates the going business concerns. Although the access related contracts may be different
because they pertain to a wholesale service, the concept is similar in that it generally enables businesses the
flexibility to respond, when necessary, to market circumstances
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not already have that flexibility); however, the Commission should not require comers to

raise local service rates by any amount. Rather, the actual decision to raise price, and the

amount (within the constraints of the benchmark cap), should be left to the carriers as

they are best positioned to make decisions about their own businesses

For the second step, to the extent that the "benchmark" rate is not sufficient for a

qualifying LEC to recover all of that LEC's access reductions, that LEC would be

eligible to receive support from the Arizona universal service fund (AUSF) and its level

of support will be determined as if it had raised its retail local rate up the benchmark

level

10 Q WHY IS IT APPROPRIATE TO GIVE CARRIERS THE FLEXIBILITY TO
INCREASE RETAIL RATES FOR LOCAL SERVICE?

The flexibility to restructureprices is part of effective access reform. As discussed

earlier, high access rates under the monopoly regime were established to promote

universal service objectives: retail prices for local service were held at artificially low

below-cost levels, and access rates were, in turn, set high to offset the shortfall. Thus, it

makes perfect sense that as access charges are reduced, the Commission should also relax

the restrictions on retail prices that were the other side of the access trade-off to an extent

That will allow local service prices to rise to more realistic levels and balance out the

potential access revenue reduction

Moreover, giving coniers the flexibility to adjust retail prices creates the right consumer

incentives because it gives consumers the correct price signal -- one that better reflects the

underlying cost of service. If retail prices for traditional switched local service are held at

artificially low, below-cost levels, consumers will demand more of that service than they
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otherwise should, and as discussed earlier companies decisions to invest in the alternative

technologies will be distorted by artificial (incorrect) price signals that are not based on

society's real cost. Therefore, giving carriers the flexibility to increase prices will

encourage consumers to use the right quantity of the previously subsidized service once

the true costs are revealed. It also encourages consumers to use the right quantities of

alternative services like broadband, based on merits, and companies are incanted to invest

in a manner that better reflects consumer preferences

That said, I want to reiterate that I am not advocating that the Commission

mandate any price increases: it should simply reduce the old artificial restrictions and

give carriers the flexibility to increase retail prices. In addition, the Commission can still

achieve universal service goals. As I stated earlier, price increases would still be limited

to an reasonable "benchmark" and, to the extent any ILEC needs additional support to

make up for the reduction in the legacy access subsidies, AT&T is proposing that the

ILEC be eligible to receive access replacement support from the Arizona universal

sen/ice fund

WHAT ARE THE RISKS IN TAKING NO ACTION?

As I stated earlier, the present scheme (where some LECs charge extraordinarily low

(below-cost) retail rates for local service while they collect implicit subsidies from

extraordinarily high access rates) cannot be sustained. As consumers and the industry

continue to migrate from the traditional public switched telephone network ("PSTN")

towards alternative systems of delivering telecommunications (which includes

For additional detail about how incentives for investment are affected by excessive access rates, see Dr. Aron
direct testimony, Section VI (D)
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broadband), the sources for these subsidies will shrink and eventually disappear

Ironically, the system that was initially designed to help consumers stay connected to the

traditional network may be creating an unsustainable situation where consumers' ability

to connect to the new network is threatened. Without action the system that the access

subsidies were intended to support appear to be headed for a collapse

6 Q WOULD THE LECS BE HARMED IF ACCESS REDUCTIONS ARE REVENUE
NEUTRAL?

No, almost by definition. As discussed above, the Commission should allow the ILE Cs

to recover lost access revenues by first granting them additional retail rate flexibility up

to a "benchmark" rate. To the extent the benchmark rate is not enough for any particular

ILEC to recover all of its access revenue reductions, the ILEC would be eligible for

universal service support. That way, ILE Cs will still have the opportunity to collect the

same revenues and recover the cost of providing local service, just from more

competitively neutral sources: the local service customers that cause that cost to be

incurred and the AUSF (which would be broadly thndcd), rather than from wireline IXCs

and their customers
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ISSUE 6 - HOWMUCH OFACCESS COST RECOVERK IFANY. SHOULD BE
SHIFTED TO END USERS? WHA T SHOWING SHOULD BE REQUIRED FOR
SUCHA SHIFT? WHAT SHOULD BE THE ROLE OF "BENCHMARK" RATES
AND HOWSHOULD THE BENCHMARKS BE SET?

Q HOW MUCH OF ACCESS COST RECOVERY. IF ANY. SHOULD BE SHIFTED
TO END USERS?

As much as will allow retail rates to be more reasonable and reveal the true cost of

service to consumers. Dr. Aron explains why recovering forgone access revenues from

end users increases efficiency and promotes competition. But I discuss here specifically

how retail rate flexibility can be implemented in a revenue neutral manner, and still

increase efficiency or promote competition as Dr. Aron suggests. As discussed earlier

can'iers will be allowed the opportunities to increase their retail rates up to a benchmark

set by the Commission. The difference between the old retail rates and the benchmark

(Le. the amount of increase per line) times the carrier's line count represents the amount

that might be recovered from end users. Note, however, that under AT&T's proposal

carriers would notbe required to increase their rates by any amount, it is up to the

carriers to decide how much of the allowed rate increases they will actually implement

18 Q HOW SHOULD THE COMMISSION DETERMINE THE BENCHMARK?

Dr. Aron describes the guidelines for an effective benchmark. SpecificallyDD

(1) the Commission should set this policy now as part of AUSF rule changes which

would be necessary for the ILE Cs to rebalance part of their access reductions

(2) the Commission should ensure that,first, the benchmark allows as much cost

recovery from end users as possible subject to affordability concerns. This will

See Dr. Aron Direct Testimony, Section VI(D)

5
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encourage the right consumer incentives and at the same time limit the amount of

recovery to be obtained from the AUSF, so that fund contributions are not increased too

dramatically

(3) the gap between urban and rural retail rates should be narrowed" in accordance with

Congressional guidance that rates should be reasonably comparable for similar services

in urban and rural areas," and since such artificial disparity cannot be sustained going

forward as the current system transforms into a subsidy-free broadband system

A couple of possibilities are a benchmark based on the highest urban retail rates in

Arizona, or on the weighted average retail rates of ILE Cs in Arizona, increased by a

factor°" (e.g. 125 percent as suggested by Qwest)."' For illustration, the highest urban

retail residential rate of $13.18 is assessed by Qwest and if one applies Qwest's suggested

factor of 125 percent, the benchmark would be S16.48. Alternatively, if the Commission

were to start with the weighted average residential retail rate of $13.16 (i.e. retail rates

and line counts from 14 Arizona 1LECs), and applying the adjustment factor of 125

percent would yield a hypothetical benchmark of $l6.45.°' As I explain below, these

Often, when issues regarding universal service fund are being discussed, there is a tendency to forget that its
source, as a Pennsylvania ALJ recently concludes is not free money to be plundered at will and without concern
for its origins or for whether it is the best use of the money." Sce Recommended Decision of PA PUC
Administrative Law Judge Susan D. Colwell, in "Investigation Regarding intrastate Access Charges and 1ntraLATA
Toll Rates of Rural Carriers and the Pennsylvania Universal Service Fund, Docket No. 1-00040105. (emphasis
added)

Providers should look to their own end users and recover their costs through higher end-user rates and the USF
should be used only to support camlets serving low income customers and high cost areas where cost-based rates
would exceed a benchmark

See 47 U.S.C. § 254(b)(3)
According to Qwest, increasing Qwest's rate by 125 percent will ensure that the urban rural retail rates are

comparable. See Qwest Response to Staff Data Request STF 0 l -013
Qwest suggests that its retail rates should be increased by 125 percent to set a benchmark. See Id
Since the Qwest urban rate and Arizona's state-wide weighted average are below the national average residential

rate of $15.62, AT&T believes that either $16.34 or $16. 48 represents the low end of a reasonable range of
benchmark levels. See FCC's Reference Book of Rates, Price Indices, & Household Expenditures for Telephone
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Egxres are quite reasonable, and in fact represent the low end of a reasonable range of

possible benchmarks

To T1']1Tll1]_'I117(' demand; on the AUSF, the Commission should adjust the initial

benchmark for inflation or by any other reasonable amount. The following chart

illustrates that the AUSF fund size will decrease as the benchmark level is increased

Service, Released August 28, 2008, Industry Analysis & Technology Division, Wireline Competition Bureau
(Table 1.1 - Rates as of October 15, 2007)
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Figure 4

ACCESS REPLACEMENT REVENUES RECEIVED FROM AUSF SHRINKS AS

BENCHMARK LEVEL INCREASES

$60,000

550.000 l
I $IW*muqq\ v

$40,000

$a1.sx4»

9 $30,000

$20,000

$10,000
$17,91!

No ILEC Retail Rate
Increase

Hypothetical Benchmarks

Notes
Based on Responses to Data Request
Benchmark Ranges are Hypothetical samples for illustration purpose only. Commission will set final benchmark
Retail Rate Recovery - means amount that could be recovered by increasing retail local exchange rates. lLECs are assumed to

have flexibility to increase retail local rates up to benchmark, but are not mandated to do so. CLECs should have sufficient retail
rate flexibility to allow full recovery from end-user retail rate increase



telecommunications provider and their customers) will decrease as the benchmark level

increases. This is illustrated by the next chart

Likewise, the contribution impact (i.e. amount of contribution assessment to

Higher Benchmark Provides Easier Access Reform, Promotes Competition

Encourages Innovation - Minimizes AUSF Contribution Assessment

Figure 5

No ILEC Retail

Rate Increase
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Notes
1). Based in part on analysis of access revenue reduction and access replacement requirement as illustrated in Figure 4 above
2). Benchmark Ranges are Hypothetical samples for illustration purpose only. Commission will set final benchmark

3). % Assessment (Contribution) = Total 12 month AUSF Fund Requirement + Total 12 month Arizona retail intrastate
telecommunications service revenues

4) intrastate Revenue from FCC Monitoring Report, released December 2008, Table 1,15 Intrastate Telecommunications
Revenues: 2006 End-User

7

8

9

Q- WILL BASIC SERVICE REMAIN AFFORDABLE IF RETAIL RATES ARE
ALLOWED TO INCREASE TO THE "BENCHMARK" AMOUNT QWEST
SUGGESTS?

Absolutely: in fact, Qwest's suggestions would yield a benchmark at the low end of a

reasonable range. In most instances, rates would increase to levels that still fall below

what they would have been if they had just kept up with inflation since the last time those

rates were changed. An AT&T analysis of fourteen Arizona ILE Cs (based on publicly

59



available data) reveals that the weighted average inflation adjusted retail rates for

residential local service would be $17.50 compared with the $13.16 paid today, on

average.'" This means, as a practical matter, if one of the benchmarks identified above

were adopted, each customer's price for service in real terns (that is, adjusted for

inflation) would not have changed

In addition, the benchmark proposed by Qwest is consistent with or below those

set by other states, for example, New Mexico's benchmark is $13.860"', Indiana has a

$17.15 benchmark for residential basic local service ($23.60 for single line business)

Pennsylvania's benchmark is $l8,"' and New York has a $23.00 rate cap. In Alaska, a

benchmark of $2500 has been proposed by Alaska Commission Staff and would increase

by $5.00 annually until it reaches $40.00.°0 Also, end users across the country pay $50.00

or more on bundled packages and other services from newer technologies such as

wireless and broadband where prices are free of subsidies

To further illustrate the reasonableness of these benchmarks. consider a

benchmark of $18. Based on my preliminary analysis, the rate rebalancing required to

bring retail rates of most LECs (excluding the CLECs) to an $18 (a round number chosen

With inflation, the adjusted retail rates calculations range firm $11.89 to $29.49 for residence and $22.44 to
$57.15 for business

This initial benchmark was established by New Mexico Comlnissionls order dated April 15, 2004 where the
Commission indicated the benchmark may be re-determined every three years. As of the filing of this testimony, I
have not been able to determine if such review had recurred. In the Matter of a Notice of Inquiry to Develop a Rule
to Implement House Bill 776, Relating to Access Charge Reform, Case No. 05-00211-UT, Order Dated April 15
2004, page 12

A Pennsylvania ALJ has recently recommended to the PA PUC that the $18 retail rate cap should be removed so
that ILE Cs will have unlimited pricing flexibility

Regulatory Commission of Alaska, Staff's Memorandum, July 13, 2009, page 22
According to a GAO report, bundled packages which contain television, I-Iigh-Speed internet, and local telephone

has been the preferred business strategy by Broadband Services Providers and these bundles can be offered at an
average discotmted price of $117.28, while the High-Speed internet portion alone (if purchased a la carte) could cost
as much as $55.46 on average, See U.S. General Accounting Office Report to U.S. Senate Subcommittee on
Antitrust, Competition Policy and Consumer Rights, Committee on the Judiciary, titled, "Wired-Based Competition
Benefitted Consumers in Selected Markets," February 2004, page 12
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for illustration) benchmark level will offset about $36 Million out of the total $56 Million

access revenue reductions that that will result if all LECs reduced their intrastate access

rates as AT&T proposes here. This would cause retail local rates to rise, on statewide

average, by no more than $1 .58 per line per month°°, and result in a weighted Arizona

average residential rate no more than $15.00 per line per month:"" Plainly, Qwest's

suggested benchmarks (approximately $16.50), are significantly lower than reasonable

range

For Qwest and the CLECs, a retail rate increase of no more than $1 .00 will be sufficient to recover all access
revenue that will be forgone if the Commission reduced their intrastate access rates to the interstate target. The
ALECA companies will need an average of $12.1 l per line per month in additional revenue to be revenue neutral
and $10.58 can be recovered from their retail rate flexibility opportunities up to the $18.00 benchmark, if adopted by
the Commission. They will then receive access replace support for the balance of $1.54 per line per month from the

CLECs should the allowed unlimited retail rate flexibility, and they would not be subject to the proposed
benchmark

CLECs should the allowed unlimited retail rate flexibility, and they would not be subject to the proposed
benchmark
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Table 1

2 [BEGIN CONFIDENTIAL INFORMATION]

4 [END CONFIDENTIAL INFORMATION]

5

6 As the table above demonstrates, a statewide weighted average increase of $1.58 per line

would still leave retail rates below where they would have been had they been allowed to

increase by inflation since the tariff effective dates. Keep in mind that carriers will not be

required to raise their rates all the way up to the benchmark, or by any amount. Because

10 these ILE Cs face substantial competition from cable, wireless, VoIP providers and others

the extent to which rates would actually rise is likely to be constrained by the threat of

competition. The Commission can rest assured, therefore that retail customers have the
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option to choose alternatives if they think a LEC's new prices are not consistent with real

value. In other words, unlike in the case of switched access (where access buyers have no

real choice among sellers), market forces in the local retail market will eventually

determine what retail rate level will prevail. It is then up to the LECs to react in whatever

way they think best in their business judgment, e.g. increase price, improve efficiencies

or expand the scope of their product offerings to generate new revenues

7 Q WHAT TYPES OF DATA SHOULD CARRIERS PROVIDE TO CALCULATE
THE AMOUNT OF REVENUE REPLACEMENT TO BE DRAWN FROM AUSF?

To recover any access replacement revenue from the AUSF, a carrier should be required

to provide a report that identifies (1) the amount of its switched access reduction, (2) the/L

amount of revenue it would recover if it raised its retail rates to the benchmark level

and (3) the net funding for which it qualifies Le., the amount of its switched access

reduction in (1) less the amount it would recover if it raised its rates to the benchmark

level in (2)

15 Q SUPPOSE HYPOTHETICALLY THAT THE BENCHMARK WOULD GIVE A
PARTICULAR LEC THE FLEXIBILITY TO INCREASE LOCAL SERVICE
RATES BY $10.00 PER MONTH. ARE YOU SUGGESTING THAT THIS
INCREASE SHOULD OCCUR IMMEDIATELY?

No. Intrastate access rates should be reduced immediately to intrastate levels, so that

consumers can benefit as soon as possible from the lower long distance prices that would

be expected to result. Regarding retail prices for local services, to make for a smoother

The benchmark process proposed herein only suggests that the lLECs must be given an opportunity to offset
access reductions, it is not a mandate that they do so. Those decisions are left to the ILE Cs

Specifically, access reduction will be calculated as: the product of the difference of Intrastate Rate Less the
Interstate Rate (Target Rate) Times the annual Intrastate Minutes of Use. That is

Intrastate Rev. Loss = (Intrastate Rate Interstate Rate) x (Annual Intrastate MOU)

To calculate this figure, a carrier would, i) collect the number of lines as of year-end the most recent calendar year
prior to when the report is being prepared, ii) multiply the line count figure in (i) by the difference between current
retail rate and the benchmark to derive the incremental retail revenue
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transition in such cases, the Commission can phase the benchmark in over a period of

time by setting a maximum annual price increase. Under this approach, an ILEC would

only have the opportunity to increase its monthly retail rate by a maximum of $2.00 per

line and charge that new monthly rate for one year. Using the hypothetical $10.00 retail

rate increase as an example, the Commission would give an ILEC flexibility to increase

its local retail rate by only $2.00 per year until it reaches the benchmark. During this

phase-in period, any remaining access reduction that the LEC is not able to recover

through the retail rate increase could be drawn from AUSF access replacement fund I

discuss in more detail below. Of course, the AUSF support would be phased down each

year as the LEC is able to increase its local rates by an additional increment of $2.00 per

PLEASE PROVIDE EXAMPLES TO ILLUSTRATE HOW THIS COULD

I have prepared a set of hypothetical illustrations that assume a benchmark of $18.00, and

a $2.00 maximum annual increase allowed. For each of these three illustrations. I look at

two time periods: "Step 1," which occurs 60 days following the effective date of the

revised AUSF rules, and "Step 2," which occurs on the same date one year later. All

Arizona ILE Cs would be required to reduce their switched access rates to interstate parity

at Step 1

Case #1 (an ILEC)

The ALEC's access revenue reduction equals $6.00 per line per month (i.e. total
reduction in access revenue, divided by the can*ier's total line count)

Once all carriers retail rate have been increase up to the benchmark such that no ILEC has any more flexibility
and suppose the Commission still desires to reduce the fund size the benchmark level could be raised annually like
in the Alaska staff"s recommendation to the Alaska Commission, i.e. that the benchmark level should increase by
$5.00 annually until it reaches $40.00
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• The ALEC's current retail rate is $15.00 per month. Thus, the ILEC would be
allowed to increase its rates up to the $ l8.00 benchmark and recover up to $3.00
per line from end users, but subject to the maximum annual increase of $2.00 on
the monthly rate

At Step 1, access reform takes effect immediately, and the ALEC's access
revenues will be reduced by $6.00 per line

• At this step, the ILEC will have the opportunity to increase its retail rate by
$2.00, the maximum annual price increase allowed under the "phase in
approach

• The ILEC will then have the opportunity to draw support from the AUSF. Also at
Step 1, the carrier would be eligible for $4.00 per line per month in AUSF
support (the $6.00 per-line reduction in access revenues, minus the $2.00 the
carrier is allowed to obtain through the above increases in retail local service
rates). Note that this is true even if the ILEC chose not to raise rates by the full
$2.00 per line

• At Step 2, the carrier has additional flexibility to increase its local service rates
by another $1.00, to reach the $18.00 benchmark level. The $2.00 per-year
maximum increase under the phase-in plan is no longer a consideration, because
the carrier's retail rate can reach the benchmark level without an increase of
$2.00 or more

Again in Step 2, the carrier will be eligible for $3.00 per line in support from the
AUSF: the portion of the $6.00 per-line access revenue reduction that is not
recovered by the $3.00 in retail rate increases allowed at Steps l and 2 combined

I illustrate this Case 1 scenario graphically in the chart below
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Figure 6

ILECS DRAWING FROM THE ACCESS REPLACEMENT FUND
CASE #1 - RATES BELOW BENCHMARK

*The Acc may decide that the recommended $18 benchmark should
be higher or lower
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Case #2 (an ILEC)

• The ALEC's access reduction (or shift) equals $1 .50 per line per month (i.e. total
amount of access reduction divided by the ALEC's total line count)

• The ALEC's current retail rate is $19.00 per month. Because the ALEC's rate is
already above the $18.00 benchmark, it will not receive any flexibility to raise its
rates further, and will instead have to recover the total access reduction of $1 .50
per line from the AUSF Access Replacement Fund

C

•

As before, access reform takes effect immediately at Step 1

The ALEC's retail rate remains the same at $19.00 per month

I illustrate Case 2 scenario by the chart below

Figure 7

ILECS DRAWING FROM THE ACCESS REPLACEMENT FUND
CASE #2 - RATES ABOVE BENCHMARK

*The ACC may decide that the recommended $18 benchmark should
be higher or lower



Case #3 (an ILEC)

The ALEC's access reduction (or shift) equals $1.00 per line per month (i.e. total
amount of access reduction divided by the ALEC's total line count)

The ALEC's current retail rate is $16.00 per month

At Step 1, access reduction takes effect immediately and the carrier will have the
opportunity to increase its retail rates to recover its lost revenue. Because the
access revenue reduction works out to only $1 .00 per line per month, the ILEC
may increase its retail rate by the full $ l .00, because the new rate of $17.00 will
still be below the $18.00 benchmark, and the $1.00 increase will still be below
the maximum annual price increase of $2.00

In this case, the carrier can elect to increase its retail rate to $17.00. but it would
not be eligible for any AUSF Access Replacement Fund support because its retail
rate flexibility is sufficient to recover its total access revenue reduction in a
revenue neutral manner

The Case 3 scenario is shown in the chart below

Figure 8

ILECS DRAWING FROM THE ACCESS REPLACEMENT FUND
CASE #3 - RATES BELOW BENCHMARK. NO DRAW FROM FUND

*The Acc may decide that the recommended $18 benchmark should
be higher or lower
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ISSUE 7- PROCEDURALLY WHAT WILL BE REQUIRED OF A CARRIER IF IT
SEEKS A "REVENUE NEUTRAL" INCREASE IN LOCAL RA TES?

4 Q HOW SHOULD THE COMMISSION DETERMINE THE RETAIL RATE
INCREASE IS REVENUE NEUTRAL?

At a minimum, effective implementation of access reform would involve the following

steps

At step 1, the amount of access reduction will be determined using the carrier's 1)

intrastate originating and terminating switched access minutes and revenue billed to

other providers (excluding billing to affiliates, if any) for the most recent full calendar

year prior to its request, and 2) interstate originating and terminating switched access

minutes and revenue billed to other providers (excluding billing to affiliates, if any) for

the most recent full calendar year prior to its request. The access reduction will be

calculated by taking the difference between the average per-minute intrastate rate

(intrastate switched access revenue divided by intrastate switched access minutes) and the

average per-minute interstate rate (interstate revenue divided by interstate minutes), and

then multiplying that difference by the intrastate switched access minutes

At step 2, the carrier will determine the amount of additional revenue available to

it Ii'om local rate flexibility. To determine this amount, the carrier must provide: 1) the

current rate, 2) the benchmark rate, and 3) the demand quantity (Ag. number of lines, not

including lifeline) in the most recent full calendar year for each service that would be

affected by the increase. The can*ier would then calculate the total amount of additional

revenue that would be expected if it raised rates up to the benchmark level, by taking the

difference between the benchmark rate and the current rate and then multiplying that

difference by the ALEc's most recent line count (excluding lifeline)
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At step 3, the carrier would compare the revenue opportunity (calculated in step

2) with the access revenue reduction (calculated at step 1) to determine if additional

support: would be required from the AUSF to offset the access revenue reduction. The

carrier must also prove that the total of incremental revenue from its retail rate increase

and its draw from the AUSF (combined) is not greater than the amount of access

reduction. If it is. the amount of distribution from the fund will be decreased to the level

at which it would be just sufficient to offset the access revenue reduction (in other words

any retail rate increases should first have the effect of reducing the ALEC's eligible AUSF

support)

The retail rate increase opportunity should leave end-user rates at or below the

benchmark and should not produce additional revenues greater than the amount of access

revenue the carrier lost. Procedurally, carriers would implement the rate increase by filing

tariff changes to increase other rates, together with data demonstrating the overall

revenue neutrality of the decrease in intrastate access revenues compared to the revenues

to be received Hom the tariff changes

These AUSF procedural steps should only apply to ILE Cs, and not the CLECs

explain under Issues 8 and 9, only ILE Cs should be el15,u.. to dra th

AUSF Access Replacement Fund. CLECs should, of course, be given the retail rate

flexibility needed to compensate for access revenue reductions (to the extent they do not

already have it)
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ISSUE 8 nm ASSUMING THA TA USF FUNDS WILL ALSO BE USED AS A
COMPENSA TING REVENUE SOURCE FOR REDUCTIONS IN SWITCHED
A CCESS RE VENUES, WHA T SPECIFIC RE VISIONS (INCL UDING SPECIFIC
RECOMMENDED AMENDMENT LANGUA GE) TO THE EXISTING RULES ARE
NEEDED TO ALLOW USE OF A USF FUNDS FOR THA T PURPOSE?

7 Q YOU STATED EARLIER THAT THE AUSF MUST BE RESTRUCTURED TO
ENABLE THE REVENUE NEUTRAL REBALANCING OF THE CARRIERS
ACCESS REDUCTIONS. PLEASE DESCRIBE WHAT CHANGES MUST BE

To the extent the Commission decides to give carriers the ability to use the AUSF for the

access revenue replacement described under Issues 6 and 7, the Commission needs to

revise the existing AUSF rules. The current AUSF rules do not clearly authorize the use

of AUSF support to recover reductions in access revenues, nor are they designed to

collect contributions to fund support for that purpose. The revisions needed would

consist of at least the following: (i) a provision that allows eligible coniers to receive

support for the lost switched access revenue, specifically describing how the amount to

be drawn would be calculated, and identifying the supporting documentation that the

eligible carrier must provide in order to qualify for a revenue replacement support

(ii) provisions describing the contribution methodology, the sources of contributions to

the fund, and provision that provides carriers an option to recover their contribution

assessment through a surcharge, and (iii) lastly a provision that specifies eligibilityI .J

criteria for carriers to draw access replacement iilnd. AT&T will file specific AUSF

rules language with its reply testimony after it has reviewed other parties' direct

testimony on these issues

Contribution methods and surcharge calculation are explained in further detail later in Issue l l

71



ISSUE 9 .- WHICH CARRIERS SHOULD BE ELIGIBLE FOR A USF SUPPURT?

2 Q SHCULD ILECS AND CLECS BE TREATED THE SAME? SHOULD ALL
CARRIERS BE ALLOWED TO DRAW REVENUE REPLACEMENT SUPPORT?

No. CLECs do not need to receive access replacement revenue from AUSF, because, as

discussed earlier CLECs should have the opportunity to increase retail rates, and if

necessary, they should be authorized to increase their maximum price level adequately to

allow them to remain revenue neutral after their access rates are reduced

Only ILE Cs should be eligible for access replacement AUSF revenue and the

amount distributed should be detennined after considering the amount of revenue that

would be available if they increased retail rate up to the benchmark level. As I described

earlier, the ILE Cs' access charges were designed to provide additional revenues that

implicitly subsidized prices for basic local service in rural and high-cost areas, in

particular to incumbent local coniers who had (and continue to have) universal service

obligations to be ready, willing, and able to serve certain residential customers

throughout their respective service territories

These implicit subsidies, however, can no longer be relied upon to support an

ALEC's provision of universal service in Arizona. To ensure that the State continues to

achieve its universal service objectives, the Commission should supplement ILEC rate

increases toa benchmark with explicit support through the Arizona Universal Service

By contrast, CLECs stand in a very different position from the ILE Cs. They have

never been subjected to any legacy system that created implicit subsidies for universal

service objectives, they could determine which geographic areas to serve, and they have
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been given the opportunity to price their services under a more flexible system than

existed traditionally for the ILE Cs, and one they felt allowed them best to be successful

in the competitive marketplace

ISSUE 10 - WHA T SHOULD BE SUPPOR TED B YA USF? A CCESS
REPLA CEMENT ONL Y? HIGH COST LOOPS? LINE EXTENSIONS?
CENTRALIZED ADMINISTRA TION AND A UTOMA TIC ENROLLMENT FOR
LIFELINE AND LINK-UP?

8 Q WOULD THE REVISIONS YOU HAVE PROPOSED REQUIRE ANY CHANGE
IN THE EXISTING HIGH COST LOOP SUPPORT AND LINE EXTENSIONS
PROCESSES?

No. The proposed revisions should be limited to revenue replacement functions such that

carriers are neither net gainers nor net losers from the proposed restructure. The result

should be revenue neutral as discussed above. Carriers receiving High Cost support under

the cun'ent system should continue to receive such support, and other carriers that do not

currently receive High Cost support would not begin to do so - in order to achieve a

revenue neutral reform as proposed above

ISSUE 11 - WHAT SHOULD BE THE BASIS OFAUSF CONTRIBUTIONS AND
WHATSHOULD BE THE STRUCTURE 0FANYAUSFSURCHARGE(S)?

19 Q WHAT SHOULD BE THE SOURCE OF FUNDS FOR THE AUSF?

Contributions to the AUSF, to satisfy the existing support needs and the access revenue

replacement function proposed here, should come from all telecommunications

providers, on an equitable, non-discriminatory and competitively neutral basis. One of

the central problems of the present system is that carriers who pay high intrastate access

charges ...- largely wireline IXCs and ultimately their customers -- not only have

obligations to contribute to explicit subsidies provided by the Arizona Universal Service

The access replacement support is incremental to the high-cost support, so all that needs to be done is to add
provisions to enable the access replacement mechanism, Likewise, it is incremental to Lifeline and Link-up, and not
meant to disturb availability of, eligibility for, and the retail rates charged for Lifeline and Link-up
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Fund, but also have to bear the burden of the implicit subsidies in access charges that are

not borne by their competitors to the same extent (if at all). As I have explained, that

system imposes a competitive disadvantage upon the IXCs, who are saddled with high

access charges. To the extent the old implicit subsidies are now replaced with explicit

support, all providers of intrastate telecommunications should be required to contribute

on an equitable and nondiscriminatory basis to support universal service goal throughout

Arizona

8 Q- ARE THE EXISTING AUSF CONTRIBUTION REQUIREMENTS EQUITABLE
AND NONDISCRIMINATORY?

I respectfully do not believe so. Currently, the AUSF rules specify that one-half of

AUSF funding is to be borne by "Category 1" providers (largely local exchange carriers

and wireless carriers), on the basis of access lines and interconnecting trunks

respectively, and one-half of AUSF funding is to be home by "Category 2" service

providers, i.e., providers of intrastate toll service (or other service providers as pemaitted

under R14-2-1204(B)(3)), on the basis of intrastate toll revenues. Not only does a

different contribution methodology apply depending on the type of service provider and

service, but perhaps more importantly, the 50-50 allocation of AUSF funding

responsibility may well no longer accurately reflect the providers' relative level of

activities in Arizona in a manner that is equitable and nondiscriminatory

21 Q HOW SHOULD THE CURRENT CONTRIBUTION SYSTEM BE
RESTRUCTURED?

As a general matter, at this time, AT&T believes that the contribution methodology

employed for the AUSF (and all state USFs) should mirror the approach currently

47 U.S.C. § 254(f) authorizes states to require that "[e]very telecommunications carrier that provides intrastate
telecommunications services shall contribute,on an equitable and nondiscriminatory basis, in a manner determined
by the State to the preservation and advancement of universal service in that State" (emphasis added)
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implemented for the federal USF. Consistency between federal and state funds facilitates

carrier administration of their contribution and remittance obligations. Since federal USF

contributions method is currently based upon a percentage of interstate/international retail

(end user) telecommunications revenues, the AUSF contribution should be based upon a

percentage of the total retail intrastate telecommunications revenues in Arizona

Moreover, all contributing carriers should be allowed the option to recover their

contributions from their end users. As I illustrate below, based on current data. that will

be less than l percent of a carrier's end user charges

9 Q PLEASE ILLUSTRATE HOW THE CONTRIBUTION ASSESSMENT WILL BE
CALCULATED

The Commission must first determine the assessment factor which can be calculated as

follows

Assessment Factor (percent) Z Total 12 month AUSF Fund Requirement + Total
(most recent calendar year) Arizona retail intrastate telecommunications service
revenues

This percentage will be assessed equally on all providers of telecommunications service

in Arizona. Each provider's dollar assessment will be calculated as follows

Provider's Assessment = Assessment Factor (percent) x Provider's (most recent
calendar year) retail intrastate telecommunications service revenues

Table 2 below shows that, based on the range of assumed benchmark levels (i.e. $16.00

to $20.00), the percent contribution assessment is less than 1 percent of total

However, I note that changes to the federal USF contribution methodology have been under consideration for
some time. At the federal level, AT&T has supported a move to a telephone numbers or numbers- and dedicated
connections-based contribution methodology. If the federal contribution methodology is adopted in the future, the
AUSF contribution approach should change as well, subject to a reasonable transition period, to maximize national
uniformity between the state and federal systems which simplifies contribution administration for providers required
to contribute to the state and federal funds
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SELECTING A HIGHER BENCI-IMARK WILL REDUCE THE THE AUSF CONTRIBUTION ASSESSMENT, AND KEEP
RATES AT A REASONABLE LEVEL

Recovery based on :
[LE C

CLEC

Toll
Wireless

25.38%
l \ . 55%

4.23%

58.85%

l00.00%Total

lot Telecom Retail Rev

s690,000,000
$314,000,000

$115 ,000,000

$l,600,000,000

sz,719,000,000

Nu Benchmark $l6Benchmark $l7Benchmark $l8Benchmark $l9Benchmlrk $20Benchmark
$750,000

$21117.005
$750,000

s21 ,767, l90

$750,000

$44,099,422
$750,000

$20,758,365

USF Fund Requirement

Current USF Fund

Access Replacement Distribution
$750,000

$17,911,348

$750,000

$l9.335,368

0.88 fn 0.83%

USF Recovery - % Revenue Approach

% Contribution Assessment 1.6500 0.79" n 0.69%0.74%

No te :

Based on

l) AT&T analysis of the amount of access reduction at interstate parity
2) ILE Cs' current retail rates provided in discovery

3) Number of Lines loom data submittedby ILE Cs to NECA

4) IntrastateRevenue lion FCC Monitoring Report, released December 2008. Table 1.15 Intrastate

Telecommunications Revenues: 2006 End User

telecommunications revenues received by Arizona telecommunications providers (i.e

ILE Cs, CLECs, Wireless, and IXCs)

Table 2

ISSUE 12 - ANY OTHER SPECIFIC REVIS1ONS TO THE AUSE

9

10
Q- DOES AT&T PROPOSE ANY CHANGES TO THE AUSF OTHER THAN

THOSE DESCRIBED ABOVE?

No

13 Q- DOES THIS CONCLUDE YOUR DIRECT TESTIMONY?
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State Docket No. Subject Date

New Jersey Docket No.
TX08090830

In the Matter of the Board's
Investigation and Review of Local
Exchange Carrier intrastate Access
Rates

February 13, 2009
(Initial Testimony),
Aprll 20, 2009
(Reply), June 22,
2009 (Rebuttal)

Pennsylvanla Docket No. I-
00040105

Investigation Regarding Intrastate
Access Charges and IntraLATA Toll
Rates of Rural Carolers and the
Pennsylvania Universal Service Fund

December 10, 2008
(Direct), January
15, 2009 (Rebuttal),
& February 10,
2009 (Surrebuttal)

Massachusetts 07-9 Petition for Investigation under Chapter
159, Section 14 of the Intrastate
Switched Access Rates of Competitive
Local Exchange Comers

August 20, 2008
(Pre-filed)

Virginia Case No. PUC-
2007-00108

Petition of Sprint Nextel for reductions
in the intrastate carrier access rates of
Central Telephone Company of Virginia
and United Telephone-Southeast, Inc.

August 1, 2008

New Hampshire DT 06-067 Bayring Petition into investigation of
Verizon New Hampshire's practice of
imposing access charges, including
earner common line, on calls which
originate from BatTing's network and
terminate on wireicss carriers' networks.

March 9, 2007 &
April 20, 2007

New Jersey TT 04060442 Application of Verizon New Jersey, Inc.
for a Revision of Tariff B.P.U.- N.J.
No. 2, providing for a Revenue Neutral
Rate Restructure Including a Restructure
of Residence and Business Basic
Exchange Service and Elimination of
$.65 Monthly Credit

January 18, 2005
(Rebuttal)

New Jersey TO 01020095 Application of Verizon New Jersey for
approval (i) of a new alternative
regulation plan, (ii) to reclassify multi-
line regulated business as competitive
services.

January 9, 2005
(Direct) & February
4, 2005 (Rebuttal)

Pennsylvania C-20027195 Remand of Verizon access reduction
proceeding

June 29, 2005

Pennsylvania R-00049812 Verizon Pennsylvania Inc.'s Petition for
Expedited Adoption of an Interim Rate
Pending Determination of Final Rates
for Time and Material

November 15, 2004
(Direct) &
December 7, 2004
(Rebuttal)

Pennsylvanla C-20027195 Investigation into VZ access rates July 18, 2003



Virginia PUC-2002-00088 Petition of Cavalier Telephone LLC for
injunction against Verizon Vriginia Inc.
for Violations of interconnection
agreement and for expedited relief to
order Verizon to provision Unbundled
Network Elements in accordance with
the Telecommunications Act of 1996

June 2, 2003

Delaware 96-324, Phase II In the matter of the application of
Verizon Delaware Inc. for approval of
its Statement of Terms and Conditions
under section 252(f) of the
Telecommunications Act of 1996 and
code of conduct

September 14, 2001

District of Columbia Formal Case No.
962

In the Matter of the Implementation of
the District of Columbia
Telecommunications
Act of 1996 and Implementation of the
Telecommunications Act of 1996

October 9, 2001

DC Formal Case No.
8]4, Phase IV

Rate design for telecommunications
services, development of productivity
measurements under a price cap plan,
use of incremental cost as a price floor
for competitive telecommunications
services, criteria for determining
competitive telecommunications
services, critique of the altcmative
incentive regulation adopted in Phase
III, and classification of
telecommunications services

July 1, 1995

DC Fontal Case No.
920

Telecommunications needs of residents,
business community and government
entities in the District of Columbia,
introduct.on of new telecommunications
services in the District of Columbia, and
mechanisms for reviewing and
monitoring Bell Atlantic's construction
plans and budget

March 18, 1994

DC Formal Case No.
926

Rate design and determination of total
factor productivity

July 30, 1993

DC Formal Case No.
814, Phase III

Market structure, determination of
market share, pricing flexibility, and
significance of economies of scale and
economies of scope

October 13, 1992

DC Formal Case No.
912

Rate structure, pacing Information and
energy conservation

April 3,1992



Arizona Access Rates - Carrier

Common Line
Range

Originating Terminating

Table Top Telephone Company 3.60C To 4.00c

Southwestern Tel 1.00c To 22.93¢

Copper Valley Telephone, Inc 2.00C To 2.00¢

Arizona Telephone Company 1.00C To 3.02¢

Valley Tel Coop Inc 5.89C To 5.89C

Midvale Telephone Exchange 2.00c To 5.44C

South Central Utah Telephone Association 3.62C To 5.12c

Accepter (Zona Communications) 1.00¢ To 2.42c

Citizens Frontier-Rural 1.94¢ To 4.82C

Citizens Frontier-White Mountain 2.42¢ To 10.46C

Citizens Frontier-Navajo 1.00¢ To 2.27C

Verizon 2.43C To 7.18¢

Qwest None

OAO Exhibit B

Notes

Sources - Publicly available access tariffs

Rates per minute of use as defined in the carrier's access tariff



OAO_EXHIBIT C Page 1 of 2

Verizon's Excessive Access Rates Exceed AT&T Long

Distance Prices, Substantially Inhibit Competition

and Prevent Lower Prices for Arizona Consumers

In-State Long Distance

Prices and Access Rates

per Minute

$0.11

- Verizon Avg Sw Access Rate

AT&T Avg In-State LD Price



OAO_EXHIBIT C Page 2 of 2

Citizen's Average Access Rates Exceed AT&T Long

Distance Prices, Substantially Inhibit Competition, and

Prevent Lower Prices for Arizona Consumers

In-State Long Distance
Prices and Access Rates

per Minute

-Citizens/Frontier Avg Sw Access Rate

-AT&T Avg In-State LD Price



OAO Exhibit D
BEGIN HIGHLY CONFIDENTIAL

How much more IXCs pay to the Arizona carriers by

paying Intrastate vs Interstate Access Rates

Carrier Annually Per Day Per Month

Notes

Sources - AT&T analysis of data from Responses to Staff Discovery Request, AT&T Discovery Request

END HIGHLY CONFIDENTIAL



at&t Timothy p. McKone

Exeeullve Woe President
Federal Relations

AT8IT Sewlces. Inc
1133 21st Street. NW
Suite 900
Washington, DC 20035

T: 202.463.4144
F: 202.463.4183
tm3703@atLcom

October 27. 2009

The Honorable Henry A. Waxman
Chairman
Committee on Energy and Commerce
U.S. House of Representatives
2125 Rayburn House Office Building
Washington, DC 20515-6115

The Honorable Rick Boucher
Chairman
Subcommittee on Communications, Technology and the kiternet
Committee on Energy and Commerce
U.S. House of Representatives
2187 Rayburn House Office Building
Washington, DC 20515

The Honorable Bart Stupak
Chairman
Committee on Oversight and Investigations
U.S. House of Representatives
2268 Rayburn House Office Building
Washington, DC 20515

Dear Chairmen Waxman, Boucher, and Stupak

I am responding to your letter to our Chairman and CEO, Randall Stephenson, dated
October 14, 2009. AT&T is pleased to assist the Committee in its review of traffic pumping
abuses of the access charge regime that governs compensation for the termination of long
distance calls to the local Dremises of actual end users

Traffic pumping schemes involve unscrupulous incumbent local exchange carriers
("ILE Cs"), as well as "competitive" local exchange carriers ("CLECs"), many established for the
sole purpose of engaging in scams, that: (i) establish grossly excessive access charges under
false pretenses, (ii) offer kickbacks to operators of calling services that agree to advertise their
services (typically for "iiiee") to anyone who dials telephone numbers assigned by the LECs, and
(iii) bill AT&T and other interexchange carriers ("IXCs") "terminating" access charges for
millions of calls and billions of minutes of communications between non~residents of the small
communities the LECs purport to serve. AT&T and others are engaged in litigation with many
current perpetrators for their violations of existing law, but given the ease with which these
schemes are implemented and shifted rapidly to other locations, it is clear that after-the-fact
case-by-case litigation could never fully protect the public interest. Accordingly, AT&T and
others have also sought action from the FCC and state commissions to put an end to these

Proud Sponsor of the u.s. Olympic Team



The Honorable Henry Waxman
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practices. Legitimate competitive LECs and conference service providers have likewise urged
the FCC to put an end to traffic pumping abuses 1

The enormous public harms from these schemes are well-documented and indisputable
By significantly inflating long distance carriers' costs, traffic pumping forces ordinary long
distance customers throughout the nation to hind the schemers' windfall profits. The lure of
those windfall profits has diverted the resources and focus of real LECs away from their proper
role of providing high quality local services to actual residents. These schemes have depleted
already strained universal service fund resources, as traffic pruning LECs ("TP LECs") seek
and obtain millions of dollars in high-cost Universal Service Fund ("USF") support on the basis
of "access lines" they claim to provide to their free calling service partners. Traffic pumping can
degrade service to ordinary customers by clogging up transport and switching facilities. Arid
because these schemes use ordinary telephone numbers, they provide ungoted access to "t`ree'
pornographic content, thus circumventing the laws designed to ensure that parents can prevent
their children Horn accessing such content 7

One need only consider the case of Aventure Communications Technology, LLC to
understand the nature and scope of the traffic pumping problem. To obtain its Certificate of
Public Convenience and Necessity and its eligibility for universal service support, Aventure
represented to the Iowa Utilities Board ("SUB") that it intended to provide local exchange service
in numerous rural exchanges in Iowa and aggressively to market those services to the Iowa
residents of those communities. Instead, Aventure set up chat and other traffic pumping schemes

which it did exclusively for more that two years, without constricting a local exchange
network and without sewing a single real Iowa resident Iowa residential service customer. To
inflate its access revenues even further, Aventure concocted a truly absurd call routing scheme
that had it billing for more than 200 miles of "local" transport through three states. Aventure has
received further windfalls in the form of millions of dollars in USF high-cost support by
representing that it would use moneys it received to provide USF-supported services and by
misrepresenting the number of lines it served

Traffic pumping schemes are unlawful in many respects, as the Iowa Utilities Board
("SUB") recently co... ......d alter :haustive review of an extensive farad record developed
in a two year proceeding involving eight incumbent and competitive LECs operating in rural

See, e.g., Ex parte letter from Counsel to the Rural Independent Competitive Alliance to
FCC tiled October 23, 2008 in FCC Docket No. 07-135 ("RICA agrees that the access
stimulation issues may be addressed by establishing a requirement for CLECs to revise and
reduce their tariff access rates in the event that traffic exceeds specified thresholds"), Ex Parte
letter from David Frankel, CEO of Zip DX LLC to FCC, tiled August 28, 2009 in FCC Docket
No. 07-135 ("die abuse of rural access charges has been allowed to linger for far too long
This undermines fragile funding mechanisms and will impede broadband enhancements. Rule
clarifications proposed by Zip DX are non-controversial for any legitimate player not attempting
to game the system")

See 47 U.S.C. § 228
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areas of Iowa that have been a hotbed of traffic pumping activity. The SUB found that these TP
LECs violated their own tariffs, violated the law and, in a failed effort to hide their unlawful
behavior, even fabricated and backdated documents in an attempt to transform their free calling
partners into "end user customers" and dieir own switching facilities where the chat and
conferencing equipment was located into "end user premises

As described in more detail below, the SUB proceeding, which addresses Iowa intrastate access
charges, is one of many ongoing proceedings currently pending before federal courts and the
FCC in which the lawfulness of the LECs' access charge billings in connection with traffic
pumping schemes is being litigated. To be clear, AT&T is complying with the FCC's June 2007
declaratory ruling that prohibits call blocldng.' Rather, AT&T continues to deliver calls
associated with the traffic pumping schemes, and, in accordance with the TP LECs' own tariffs
and established law, has followed accepted industry practices by disputing the charges and
withholding payment pending resolution of those disputes

Against this backdrop, we respond below to your specific questions

Is your company currently engaged in any disputes with rural ILE Cs or other rural
carriers over the payment of terminating access charges

If so, please describe the nature and basis of such disputes and provide the
Committee with the names of those companies and the total disputed dollar
amount at issue in each dispute with each company

Please describe all steps your company has taken in these disputes. For
example, is your company currently involved in litigation or regulatory
proceedings related to the disputes

AT&T is currently involved in a number of access charge disputes with traffic pumping
LECs. In 2006 the traffic volumes and corresponding billings of certain LECs located in very
rural areas inexplicably began to skyrocket. These rural areas are sparsely populated (often only
a few hundred people) and have typical call volumes of only a few thousand minutes per month
Yet, suddenly, and with no explanation, some LECs began billing AT&T for millions -- even tens
of millions .- of minutes per month for calls to these rural areas. Even if every resident of these
areas spent every waking minute of every day on long-distance calls, the resulting call volumes
still would not even begin to approach the billed call volumes. As just one example, a
competitive" LEC that was supposedly serving customers in very sparsely populated areas on

the border of Utah and Nevada suddenly began in April 2006 to bill AT&T terminating access
for more than ten million minutes of calls in a single month

See Declaratory Ruling and Order, Establishing Just and Reasonable Rates for Local
Exchange Carriers, 22 FCC 2d. 11629, 1] 5 (2007) ("coniers cannot engage in self help by
blocking traffic to LECs allegedly engaged in the [traffic pumping] conduct described herein")
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AT&T began investigating these unusual calling volumes and discovered that virtually all
of these calls were placed to only a few telephone numbers. AT&T personnel called these
numbers and determined that they were associated with so-called "free" chat and conference
services, international calling, and other services. Several of the "chat lines" offered obscene
and pornographic content and allowed as many as 270 out-of-state callers simultaneously to
conduct conversations by calling a single telephone number, typically with the capability for
callers to access a "back room" to conduct one-on-one conversations. Other telephone numbers
provided "free" international calling by allowing callers to dial an Iowa (or Minnesota, Utah or
South Dakota) telephone number and then enter an international telephone number to which the
TP LEC would then route the call. At least one TP LEC appeared to be using autodialing
equipment to place tens of thousands of calls to both wireless and wireline customers in an
attempt to entice them (e.g., by offering commercial credit cards, often without the knowledge of
the credit card company) to call a telephone number in the TP LEC's local exchange, and when
such customers placed those calls, the TP LEC billed terminating access service fees to the long
distance carrier that delivered the call. None of the high volume telephone numbers AT&T
investigated appeared to be associated with any actual residential or business customers of these
LECs. And for each minute associated with these schemes, the TP LECs were billing extremely
high access charges, typically 3 to 10 cents/minute (and in one case more than 23 cents/minute).

Upon discovering that these TP LECs were engaged in these traffic pumping schemes,
AT&T informed them that it was disputing their charges, and, in early 2007, AT&T initiated
litigation in Iowa against many of the TP LECs and calling service providers engaged in these
schemes. This was the first of many lawsuits, some initiated by AT&T and/or other
interexchange carriers and some initiated by TP LECs. Some of diesel disputes have since been
settled under confidential terms, but others continue to be actively litigated.

In July 2007, the FCC suspended the tariff filings of a number of incumbent LECs
suspected of engaging in (or preparing to engage in) traffic pumping, ordering them either to
prove that their charges were lawiiil by providing cost justification or to return to the National
Exchange Carriers Association ("NECA") tariff "pool," where they could no longer profitably
engage in such schemes (because any earnings would then be shared with the hundreds of other
LECs that participate in the NECA pool, making it impossible for the TP LEC to pay the
necessary kickbacks to its Hee calling partners).4 Although traffic pumping activity by
incumbent LECs has fallen off dramatically in the wake of this FCC decision, supposed
"competitive" LECs, which operate under different rules, have more than made up the difference
- indeed, there are now individual "neural" CLECs that are generating more than 100 million
minutes of NaMe pumping calls each month.

See Order Designating Issues for Investigation, Investigation of Certain 2007 Annual
Aceess Tariffs, 22 FCC Rod. 16109 (2007). The FCC also provided the LECs with a third option
under which they were required to add terms to their tariffs that they would immediately and
significantly reduce their access rates if their traffic volumes increased significantly, thus
significantly reducing incentives to engage in traffic pumping. Id.

4
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Federal Court Litigation. Today AT&T is involved in the following federal court
lawsuits against traffic pumping LECs: (i) in the Southern District of New York, AT&T is
involved in litigation with All American Telephone Company, Chase.Com and E-Pinnacle (all
Utah/Nevada CLECs), discovery is ongoing in this dispute that involves approximately $15
million in access billings to AT&T, (ii) in the Southern District of Iowa, AT&T is involved in
litigation with Aventure Communications Technology, LLC (an Iowa CLEC), this case, which
involves approximately $15 million in access billings to AT&T, is currently stayed pending
action by the FCC; and (iii) in South Dakota District Court, AT&T is involved in litigation with
Sancom Inc. and Northern Valley Communications, LLC (both South Dakota CLECs), discovery
is ongoing in this dispute that involves approximately $25 million in access billings to AT&T.

State Public Utility Commission Proceedings. AT&T is also a party to ongoing
proceedings related to the Iowa Utilities Board's September 21, 2009 Order.5 In that order, the
SUB - after more than two years of proceedings that included depositions and document
discovery from traffic pumping LECs, thousands of pages of briefing and expert testimony, and
live hearings - found that the traffic pumping LECs had "manufacture[d] evidence, after the
fact" and "concealed truths from the Board and the FCC" to make it appear that their free calling'
service partners' ("FCSPs") bridging and other equipment were "end users" and that the LEC
central offices where that equipment was located were "end user premises" dirt justified the
billing of terminating access charges for calls to such equipment. Id. at 30, 34. The SUB found
dirt, in truth, "none of the FCSCs associated with the [LECs] were end users for purposes of the
[LECs'] intrastate exchange access tariffs, none of the intrastate toll traffic associated with the
FCSCs terminated at the end user's premises, and much of the intrastate toll traffic associated
with the FCSCs did not tenninate in the Respondents' certificated local exchange area." ld. at
53-54. The SUB thus concluded that "intrastate access charges did not apply to calls to the
FC6SCs and should not have been billed to the IXCs for calls to numbers assigned to the FCSCs."
Id.

in response to this SUB Order. t,
reconsideration of the order, and AT&T is opposing those ]

AT&T is a participant in additional proceedings before the SUB that have been initiated
First the traffic pumping LECs have filed petitions for

o the SUB

5 See, e.g., Qwest v. Superior Tel. Coop., Final Order, Docket No. FCU 07-2, at 61-62
(Iowa Utilities Board, Sep. 21, 2009) ("SUB Order").

6 The SUB was especially troubled by the fact that the LECs had "partnered with FCSCs
that provided Hee calling services for indecent or pornographic content" and that "there were no
technological measures in place to protect minors from making calls to access these
pornographic services, such as a 1-900 number, which enables parents to place a block on the
call." SUB Order At 61-62. The Board found this "lack of any mechanism for parents to
regulate their minor children's access to pornographic or indecent services over the telephone is
contrary to the public interest." Id. In addition, the SUB further found that these traffic pumping
schemes led to "other schemes, such as the improper backdating of invoices andcontracts, traffic
laundering, telephone numbering abuses, and potentially misrepresented universal service fund
(USF) certifications." Id. at 8.
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Order, there are ongoing proceedings to determine the amount of refunds that the Iowa traffic
pumping LECs owe to AT&T and other long-distance carriers. Third, the SUB has opened a
rulemaldng proceeding to adopt rules designed prospectively to discourage traffic pumping.

AT&T is also a participant in proceedings that the Public Service Commission of Utah
has initiated to assess whether All American's state authorization should be rescinded. The
certificate that Utah granted to A11 American in 2006 was expressly conditioned on All
American's representation that it would not provide service in rural portions of the state. In fact,
All American has operatedsolely in the areas it said it would not serve, has no real customers,
and has done nothing but engage in traffic pumping.

FCC Proceedings. AT&T is also a party to three ongoing FCC proceedings involving
traffic pumping. First, AT&T is opposing frivolous petitions filed by Iowa TP LECs seeking to
have the FCC preempt the SUB Order. The SUB Order addressed intrastate terminating access
charges that Congress placed squarely within the jurisdiction of the SUB.

I
Second, AT&T is participating in a Rulemaking proceeding initiated by the FCC in 2007

in response to allegations of traffic pumping to assess the need for rule changes to ensure that
"rules governing the tariffing of traffic-sensitive switched access services by local exchange
carriers (LECs) are ensuring that rates remain just and reasonable, as required by section 201(b)
of the Communications Act of 1934, as amended (the Act)."7

Third, pursuant to a referral order by the United States District Court for the Southern
District of New York, AT&T has Hled a complaint with the FCC against All-American,
Chase.Com, and e-Pirmacle for engaging in a scheme to create sham entities solely for the
purpose inflating access charges. Under this scheme, an ILEC called Beehive Telephone
Company and its traffic pumping partner Joy Enterprises an adult chat line operator - devised a
plan to avoid the FCC rules that would have required Beehive to reduce its access rates to reflect
the enormous amount of Joy-related traffic cohunes it was generating. The plan was to create
"competitive" LECs to bill die access charges for the traffic pumping minutes, so that those
additional volumes would not be attributed to Beehive. To accomplish the shift, Beehive and
Joy made a few paper changes, such as reassignment of Beehive's telephone numbers and
facilities to All American, Chase.Com and e-Pinnacle, so that these CLECs would then bill
AT&T for the tragic associated with the Beehive/Joy traffic pumping schemes. As AT&T's
complaint explains, it has long been settled that creating "a company that purport[s] to be a bona
tide carrier but which instead [is] simply a sham creation, designed to facilitate an arrangement
among several entities to capture access revenues that could not otherwise be obtained by lawful
tariffs" is an unjust and unreasonable practice that violates the Communications Act.8

Notice of Proposed Rulemaldng,Establishing Just and Reasonable Rates for Local
Exchange Carriers, 22 FCC Rod 17989, 111 (2007).
8 AT&T and Sprint Petitions for Declaratory Ruling on CLEC Access ChargeIssues, 16
FCC Rcd. 19158, 1]22, n.33 (2001) ("CLEC Aceess Deelaratoiy Ruling"), see Establishing Just
and Reasonable Rates for Local Exchange Carriers, 22FCC Rod. 11629, 116 n.20 (the

7
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Has your company withheld payment of access charges relating to disagreements
about the appropriate rate?

If so, when did your company begin withholding payments and how much
was withheld or is being withheld from whom?

As permitted by established FCC precedent and the TP LECs' tariffs, AT&T has disputed
and withheld payment of certain access charge billings associated with traffic pumping AT&T
is currently withholding payment of terminating access charges from the following TP LECs
All American Telephone Company (as of April, 2006), Aventure Communications Technology
(as of October, 2006), Chase.Com (as of April, 2006), E-Pinnacle (as of April, 2006), North
County (as of September, 2008), Northern Valley Communications (as of January, 2008)
Sancom (as of January, 2008), Spencer Municipal Communications Utility (as of January, 2008)
and Capital Telephone Company (as of July 2007). The total amount of disputed charges that
AT&T has withheld pending resolution of the disputes is approximately $60 million as of
September 30, 2009

What do you estimate the actual cost of terminating traffic to be on a per minute
basis?

Although traffic pumping LECs have not disclosed their costs associated with their traffic
pumping schemes, the public filings of NECA confirm that, to the extent they incur any costs at

Commission has "found that an arrangement between a chat line service provider and
competitive access provider (formed by an ILEC for purposes of the arrangement) that did not
provide local exchange service and had no customers other than the chat line was a sham")
AT &T Corp. v. FCC, 3 17 F.3d 227, 233 (D.C.Cir. 2008) ("the entire arrangement was devised
solely in order to circumvent regulation ... [and] deserves to be treated as a sham")

It is well established that die "responsibility for correct billings remains with the carriers
providing the service, e.g., Tele-Valuation, Inc. v. AT&T Corp., 73 F.C.C.2d 450,1] 8 (1979), and
that access customers are not obligated to pay for tariffed seMens were not actually
provided. See, e.g., Iowa Network Serfs., Inc. v. Qwest, 385 F.Supp. 2d 850, 903-04 (S.D. Iowa
2005), aj"d 466 F.3d 1090 (8"i Cir. 2006) (canter under no obligation to pay where services
were not provided under a "valid and applicable tariff"). Certain TP LECs have claimed that
prior FCC decisions have held that it is illegal "self-help" to withhold payment for tariffed
services, but those decisions arose in circumstances where, unlike here, it was undisputed that
the tariffed services were actually provided and properly billed pursuant to an applicable tariff
See, e.g., Business WATS Inc. v. AT&T, 7 FCC Red. 7942, 'H 2 (1992). Indeed, the TP LECs
tariffs expressly contemplate that an access customer may withhold payment of terminating
access charges pending the resolution of a dispute over whether service has been provided and
charges have been properly assessed, see, Ag., Northern Valley Commc'ns L.L.C., F.C.C. Tariff
No. 2, §2.4.l(D)(4) (effective Nov. 16, 2004), and the language in these tariffs is
indistinguishable ham the language in other tariffs that the FCC has authoritatively interpreted
concluding that "a customer may withhold payment of disputed changes pending resolution of
the dispute." See AT&T v. Beehive, 17 FCC Rcd. 11641, 1126 & n.9l (2002)
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all, the per minute costs incurred by traffic pumping LECs (even accounting for a reasonable
return) to deliver traffic to the bridging equipment of their 'tree calling partners is exceedingly
small (and certainly much less than one tenth of a penny per minute).

NECA represents rural ILE Cs subject to FCC cost of service regulation. Pursuant to the
FCC's mies, NECA makes annual filings with the FCC that report the costs of its member
ILE Cs. The highest cost annual report submitted by NECA ("Band 8") reports the costs and
computes rates for the smallest rural ILE Cs. As of June 2009, there were 490 rural ILE Cs
represented in the Band 8.10 These ILE Cs have an average of 1,500 lines serving widely
dispersed residential and business customers that generate an average of less than 500 minutes of
exchange access traffic per month per line.12

Based on this network cost structure - one designed to serve widely dispersed residential
and business customers that make relatively few calls - NECA has developed a per minute
access rate that allows Band 8 IQLECs to recover these costs plus an 11.25 percent return. To
compute these rates,NECA estimates the average cost of the switches, lines, and other
infrastructure used by such LECs to serve their residential and business customers and spreads
those costs over the total number of annual access minutes that Band 8 ILE Cs are expected to
serve, which for 2009 is 3.5 mi11ion minutes.l3 Based on these calculations, NECA reported to
the FCC in 2009 that Band 8 LECs must charge about 3.3 cents per minute to recover their

See National Exchange Carrier Association, Inc., Access Service Tariff F.C.C. No. 5,
Transmittal NO. 1245, (filed with the FCC, June 15, 2009).
11 The most recent publicly available report showing the number of lines for NECA band 8
ILE Cs is for 2007 Horn a report filed on Sep. 30, 2008 (see NECA's Overview of Universal
Service Fund, USF08AF.ZIP, available at http://www.fcc.gov/wcb/iatd/necahtml). The 2009
report has not.yet been submitted to the FCC. However, the line counts are not likely to change
significantly because the number of lines served by band 8 ILE Cs has historically varied very
little.
12 To compute the average monthly minutes per line for Band 8 LECs, AT&T divided the
total number of minutes generated by Band 8 ILE Cs in 2008 as reported by NECA (see Network
Usage by Canter, Annual submission by NECA of Access Minutes of Use, NETWU08.ZIP,
available at http://www.fcc.gov/wcb/iatd/neca.html) by 12 (to obtain average monthly minutes)
and then AT&T divided that amount by the number of lines for Band 8 LECs.
is To compute the average minutes per year for Band 8 LECs, AT&T divided the total
number of minutes generated by Band 8 ILE Cs in 2008 as reported by NECA (see Network
Usage by Canter, Annual submission by NECA of Access Minutes of Use, NETWU08.ZIP,
available at http://www.fcc.gov/wcb/iatd/necahtml) by the total number of NECA members
reported by NECA as of June 2009 (see National Exchange Carrier Association, Inc., Access
Service Tariff F.C,C. No. 5, Transmittal NO. 1245 (filed with the FCC, June 15, 2009)).

10
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facilities costs and am an 11.25 percent retum.l4 This is the rate "mirrored" by many so-called
rural CLECs that are engaged in traffic pumping.

Given these calculations, it is clear that, even if traffic pumping LECs mad the same cost
structure as the Band 8 NECA ILE Cs (in fact, as shown below traffic pumping LECs' incur
much, much lower costs to the extent they incur any real costs at all), the per minute rates that
traffic pumping LECs need to recover those costs would be a tiny fraction of the NECA rate.
Whereas Band 8 LECs must spread their costs over an average of only about 3.5 million minutes
per year, the pornographic chat and other services offered by traffic pumpers routinely generate
that much traffic eachmonth (and often much more). A traffic pumping LEC with typical
NECA band 8 cost structure that generates monthly volume of 3 .5 million minutes could recover
its costs and a reasonable return by charging less than one third of a cent per rninute.15

But even that greatly overstates the rate needed by TP LECs to recover their costs and
earn a return, because the cost structure for TP LECs is not remotely similar to that of Band 8
ILE Cs. Whereas Band 8 ILE Cs have built out actual network infrastructure with lengthy wire
"loops" buried or strung on poles to serve hundreds of widely dispersed residences and
businesses located in their services areas, many TP LECs have built virtually nothing to serve
their free calling partners. Rather, such LECs typically co-locate bridging and other equipment
in the central office near the switch, so that connecting their partners' equipment requires only
few feet of cables. Some traffic pumpers even avoid the cost of the switch by collocating their
traffic pumping equipment in a central office of another LEC and by relying on that other LEC's
switch to direct their traffic pumping calls to their equipment. Consequently, the costs that
traffic pumping LECs must recover through their per minute rates are only a tiny fraction of the
costs that must be recovered by Band 8 ILE Cs, which means that the actual per minute rates that
traffic pumping LECs need to recover their costs are extremely small, and certainly well below a
tenth of a penny per minute.

4. Do you charge other carriers to terminate traffic on your network? If so, how much
do you charge for terminating access on a per minute basis? If you charge different
rates in different areas, please provide a range of charges.

AT&T provides and charges others for both interstate and intrastate terminating access
services, as follows:

See National Exchange Carrier Association, Inc., Access Service Tariff F.C.C. No. 5,
Transmittal NO. 1245, Vol 5, Exhibit 12, Workpaper 1 of 12 (filed with the FCC, June 15,
2009).
15 As the FCC has pointed out, the additional costs of serving more minutes are very low or
zero. See, Ag., Notice of Proposed Rulemaking,Establishing Just and Reasonable Rates for
Local Exchange Carriers, WC Docket No. 07-136, 1] 14 (released Oct. 2, 2007) ("It is well
established that there is a large fixed cost to purchasing a local switch and that the marginal or
incremental cost of increasing the capacity of a local switch is low (some contend that it is
zero.").

14
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Within AT&T's 22 state Franchise service areas, AT&T operates both as an ILEC and, to
a limited extent, as a CLEC. AT&T's interstate rates are governed by federal law. AT&T's
ILEC per minute .interstate tenninating access rates, for example, are governed by the FCC's
"CALLS Under &T's intrastate access charges are subject to applicable state laws. Some
states require that AT&T's intrastate terminating access rates mirror its interstate rates, and other
states provide for different intrastate access rates. Overall AT&T's statewide average per minute
tenninating access charges within AT&T's franchise service areas fall within the range of about
a tenth of a penny up to about a half a penny per minute

Outside of AT&T's franchise territory, AT&T operates only as a CLEC. Rates vary by
and within states. Overall, AT&T's statewide average per minute terminating access charges
outside of AT&T's franchise area range &om about four tenths of a penny to about 1.3 cents per
minute

How much do you receive annually in terminating access charges

The total amount of terminating access charges that AT&T ILE Cs and CLECs receive
can depend upon many factors. For the calendar year 2008 the AT&T ILE Cs and CLECs
provided, in total, between $700 million and $800 million in per minute terminating access
services to their access customers to allow them to complete calls over AT&T's local telephone
networks that provide wireline connections to tens of millions of residences and businesses

How much do you pay to others in terminating recess charges

The total amount of terminating access charges that AT&T pays to others can depend
upon many factors. For the calendar year 2008 AT&T paid to others between $700 million and
$800 million in per minute terminating access charges

We trust that the foregoing information aids in your understanding of these issues. We
respectfully suggest that, to ensure that you have a comprehensive view of the ways in which the
legacy access charge regime suffers Nom and enables fraud and abuse, you not limit your inquiry
by focusing on either the providers of end-user calling services, such as Google Voice, or the
LECs that engage in traffic pumping schemes. Calling services like Google Voice, Magiclack
and Speakeasy are enabled by wholesale transport providers partners like Bandwidth.com and
YMax. These transport providers play an increasingly central role in the transiting of traffic, but
the manner in which they assess and pay access charges is often unclear and potentially
inconsistent with existing rules and limitations, therefore, they, too, deserve your thoughtful
attention. For instance, it would be helpful to understand whether, in connection with Google
Voice, Bandwidth.com or any other CLEC assesses originating or terminating switched access
on calls in-bound to a Google Voice number or on 8YY toll-free calls placed by a Google Voice

Sixth Report and Order, Access Charge Reform, Price Cap Performance Review f<
Local Exchange Carriers, 15 FCC Rod. 12962 (2000)
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user and, if so, whether the assessment is for the entire duration of the calls, which network
facilities are used in each circumstance, and what, if any, access functions are actually
performed. This type of information would better inform you, the FCC and other stakeholders
regarding the best to guard against further abuses of the access charge riamework. In this
regard, it is important to understand the disproportional impact of traffic pumping on inter-
exchange carriers such as AT&T given that providers such as Google Voice, MagicJack and
Speakeasy take the position that they are not subj et to the FCC order prohibiting the blocking of
calls to high cost rural areas.

Please let me know if we can be of further assistance in connection with these matters.

Sincerely,

cc: The Honorable Joe Barton, Ranking Member
The Honorable Cliff Stearns, Ranking Member

Subcommittee on Communications,
Technology, and the Internet

The Honorable Greg Walden, Ranldng Member
Subcommmittee on Oversight and
Investigations



OAO EXHIBIT F

STATES WITH INTRASTATE/INTERSTATE ACCESS PARITY

States that Mandate Intrastate/Interstate Parity by Statute for Certain Carriers

Sec states have mandated reduction of intrastate access rates to interstate rate levels by statute

and some have also directed the state utilities commission to ensure compliance through further

proceedings and tar oversight. These states are listed below with a summary of relevant state

activities

Maine: In Maine, the legislature ordered the commission to ensure intrastate mirroring of

interstate switched access rates: "By May 31, 2005, the commission shall insure that intrastate

access rates are equal to interstate access established by the Federal Communications

Commission as of January 1, 2003."' The Maine public utilities commission implemented the

statutory directive by adopting a rule requiring each local exchange carrier to implement access

mirroring by June 1, 2003, and to refresh the mirrored rates on June l every two years

thereafter

Texas: The Texas legislature established interstate-intrastate access parity with a directive to

incumbent local exchange companies to "reduce both the company's originating and terminating

per minute of use switched access rates in each market to parity with the company's respective

federal originating and terminating per minute of use switched access rates" on the date the last

market of that incumbent carrier is deregulated' The statute also requires a "transitioning ILEC

an ILEC for which at least one, but not all, of its markets has been deregulated .- that has

greater than 3 million access lines, to reach parity after a phased reduction." The statute further

requires incumbent coniers that have established parity to maintain parity on an ongoing basis

for all switched access rates." Importantly, in order to prevent abusive CLEC access rate

practices, the statute further requires all CLECs to charge switched access at rates no higher than

(a) the prevailing rates charged by the incumbent carrier serving that area or (b) a statewide

average ILEC composite switched access rate as calculated by the state commission

Other statutory provisions, however, shield certain ILE Cs from the requirement to reduce

intrastate access charges to parity with interstate rates. Specifically, "transitioning" ILE Cs with

fewer than 3 million access lines and "newly designated transitioning" lLECs are governed by

Maine Revised Statutes Annotated, Title 35-A, Chapter 71, sec. 7 lot -B Access Rates (effective May 2,

Code of Maine Rules, 65-407 Ch. 280, section GB (current through Aug. 2008)

V.T.C.A., Utilities Code, sec. 65.20l(a)

V.T.C.A., Utilities Code, sec. 65.202(a)

Id. at sec. 65.201(b) & 65.202(b)

Id. at sec. 52.155 (and allows for higher rates only upon commission approval)

2003)

(0000s4eL1 )Page 1 of g
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other rate reduction provisions that could lead to parity with interstate rates but do not mandate

parity. Transitioning carriers are subject to phased rate reductions, but are required to reach

parity only when 75% of their exchanges are deregulated by the Commission.7 In addition,

there are statutory provisions that permit certain ILE Cs (primarily small and rural companies) to

elect incentive regulation under Chapter 59 of the Public Utility Regulation Act. lLECs electing

incentive regulation under Chapter 59 are not subject to the requirement that intrastate access be

reduced to parity with interstate rates.8

Oklahoma: Oklahoma by statute requires each local telecommunications service provider

sewing 15% or more of the access lines in the state to maintain intrastate switched access tariffs

"in parity with the terms and conditions of the interstate access tariffs of that company," and to

ensure on an ongoing basis to "maintain the terms and conditions of the intrastate access tariffs

of that company so that they are in parity with the terms and conditions of the interstate tariffs of

that company."9 There is no current parity requirement for Switched Access rates for Oklahoma.

Oklahoma had previously required mirroring until certain revenue reduction targets had been

rnet.m Oklahoma carriers will no longer be required to flow through any access reductions

effective July l, 2009. -

Michigan: The Michigan Telecommunications Act requires local carriers with more than

250,000 access lines to establish intrastate MOU access rates that do not exceed their interstate

counterparts in order to be considered "just and reasonable ll Currently, AT&T Michigan and

Verizon (soon to be Frontier) are the only local cancers that meet this threshold.

Indiana: By statute, Indiana provides that in any proceeding before the state commission,

including any interconnection agreement or statement of generally available terms and

conditions, "theeommission shall consider the provider's rates and charges for intrastate access

service to be just and reasonable if the intrastate rates and charges mirror the provider's interstate

rates and charges."l2 The Indiana commission has approved parity arrangements over the years

both for large and small incumbent local exchange companies.

7 V.T.C.A., Utilities Code, secs. 65.203 & 65204.

8 V.T.C.A,, Utilities Code, secs. 59.025 (Commission cannot reduce the switched access rates of carriers electing
infrastructure commitment under Chapter 59).

9 17 Oklahoma Statutes sec. l7-l39.l03.D.4 (1997).

10
Id. at 3.

11 Michigan Compiled Laws, chap. 484.2310, sec. 310(2) (1991).

Indiana Code chap. 8-1 -2 .6. sec. 1.5 (c) (2) (2006).

13 See, Ag., Re: Universal Service Reborn. Cause No. 42144.2004 W.L. 1 170315 at par.38.See also, Re: Indiana
Bell Telephone Company. Inc., Cause No. 42405 (2004 WL 2309824 at par.22) (continuing mirroring of Indiana
Bell intrastate and interstate switched access rates).

12

(00005461.1 )Page Z of 9



oAk EXHIBIT F

Georgia: By statute enacted in 1995, Georgia required all Tier 1 and Tier 2 local exchange

earNers to reduce their switched access rates to interstate levels. The statute mandates for Tier 1

camlets that "The rates for switched access shall be no higher than the rates charged for

interstate access by the same local exchange company." "' Based on this requirement, AT&T (the

only Tier l carrier in Georgia), must maintain parity between its intrastate and interstate

switched access charges. The statute required Tier 2 carriers to reduce, by July l, 2000, their

intrastate rates to parity with their July l, 1995 interstate rates

New Mexico: The legislature in 2005 amended the Rural Telecommunications Act of New

Mexico to require intrastate switched access rates to mirror interstate rates Current

commission administrative rules implementing the legislation provide that effective January 1

2008, "a local exchange carrier's intrastate switched access charges may not exceed the interstate

switched access charges approved by the federal telecommunications commission as of January

l. 2006. and its intrastate switched access elements and structure shall conform to the interstate

switched access elements and structure approved by [the FCC)] The rules also provide a

mechanism to require can'iers to continue to mirror updated interstate switched access rates

States that Mandate Intrastate/Interstate Parity by Statute, but Directly or Indirectly Tie

Access Reform to a Carrier's Plan for Alternative Regulation/Price Regulation

Two states establish intrastate-interstate switched access parity by statute, but tie the reduction

to parity to a part icipating local exchange carrier's plan for alternative regulation. This

approach generally produces, at a minimum, a revenue-neutral event

Kansas: Kansas statutes provide for reduction of switched access rates to interstate levels, with

corresponding allowances for increases in retail local exchange rates: "Subject to the

Commission's approval, all local exchange carriers shall reduce intrastate access charges to

interstate revels as provided herein. Rates for intrastate switched access, and the imputed access

portion of toll, shall be reduced over a three-year period with the objective of equalizing

interstate and intrastate rates in a revenue neutral, specific and predictable manner. The

Commission is authorized to rebalance local residential and business service rates to offset the

intrastate access and toll charge reductions."" While Kansas does not necessarily tie access rate

reductions to a participating local exchange carrier's plan for alternative regulation, any

Ga. Code Ann. sec. 46-5-166(f)(1)(1995)

Id. at (f)(2)
NMSA Sections 63-9H-1 et seq. (2005, amending 1978 law)

NM. Admin. Code 17. 11.1 0.8(C) (2005)

Id. at 17. 11. 10.8(1)

Kansas Code chap. 66. Sec. 66-2005(c)(1996)
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oAk EXHIBIT F

reductions arc subject to the Commission's approval. The Kansas Corporation Commission is

expected to rule by the end of the year in a docket considering whether to reduce Embark's

intrastate access rates to parity with its interstate rates

Wisconsin: Wisconsin statutes establish a system for local exchange companies to elect price

regulation, and for price-regulated local companies to reduce intrastate access rates to interstate

levels." Price-regulated local exchange carriers with more than 150,000 local lines are directed

that "hitrastate access service rates may not exceed the utility's interstate rates for similar

access services The directive includes eliminating half of all carrier common line charges

within one year, a prohibition against reinstating these charges, and elimination of all canter

common line charges within the earlier of two years or authorization to provide interLATA

services The statute provided a more graduated scale for access reductions for carriers with

fewer than 150.000 lines

Wisconsin's statutes also establish a system to allow a telecommunications utility to tile for

approval of an alternative regulation plan ("ARP")." The statute lists factors that the

Commission must assess in considering an ARP, but there is no specific requirement regarding

intrastate switched access charge reductions. Carriers typically include such reductions in their

plans, but the reductions are not required to establish parity with interstate rates. Typically, these

rates are set with reference to benchmarks the Commission established in a 1993 proceeding

Only Verizon and AT&T have elected price regulation and, therefore, these are the only can'iers

subject to the state's mirroring requirement. All other independent companies are either

regulated through the terms of their altematc regulation plan or have retained rate ofrcturn

regulation

States That Mandate Intrastate/Interstate Parity or Cost-Based Pricing by Commission
Order, Rule or Tariff, Including Where Subsequentlv Modified

Nine state commissions have instituted mirroring or near-mirroring of interstate switched access
rates./Or local exchange carriers, although two have subsequently mode lea' this approach. These
states generally permit carriers to implement somejOrm of alternative price regulation to ensure
revenue neutrality

See generally, Wis. Stat, Ann. 196. 196

Id at l96.l96(2)(b)1

Id at 196.I96(2)(b)1

Id at 196. 19.6(2)(b)3.(c)

Wis. Stat. Ann. l96.195(12)
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OAO EXHIBIT F

Alabama: in 1995. the Alabama Public Service Commission allowed South Central Bell to

elect price regulation with various conditions, including requiring South Central Bell to maintain

intrastate access charges at a level not to exceed interstate access rates for a period of five years

After expiration of the five year period, South Central Bell was required to continue to cap these

rates at "the lower of the intrastate rates in effect on Julv l, 1999 or the effective interstate prices

and structures approved by the FCC Subsequently, in December 2004, the Commission

adopted a Price Flexibility Plan for BellSouth that capped BellSouth's combination of the traffic

sensitive per minute charge for originating and terminating switched access service at the then

effective intrastate level (including any non-traffic sensitive rate elements)

The Price Flexibility Plan for ILE Cs is the same as BellSouth's for intrastate switched access

rates. The Price Flexibility Plan for Large CLECs and the Small CLECs/Toll Service Provider

Streamlined Regulation Plan do not address switched access services

Ohio: ILE Cs in Ohio have been required by the Ohio Public Utilities Commission to mirror

their federal access rate structure for intrastate switched access rates, a policy in place since

1987.1 / In 2007, the Commission reiterated its support for earlier orders requiring the four

largest incumbent local exchange carriers to mirror their then-current interstate switched access

rates for intrastate access services." At the same time, the Commission also ordered competitive

local exchange carriers to mirror their respective interstate rates." Note that the Commission has

made an exception to the mirroring requirement with respect to the CCLC. The Commission

capped the intrastate CCLC at 1987 levels. Nonetheless, Ameritech, CBT and Verizon have

taken steps to reduce or eliminate the intrastate CCLC due to merger conditions and alternative

regulation plans. ILE Cs other than the four largest incumbents mirror interstate rates that were

in effect a decade ago

Illinois: The Illinois Commerce Commission ("ACC") has aggressively reduced intrastate

switched access rates. In 2000, the ICC ordered the larger incumbent local can'iers to remove all

non-cost-based rate elements from intrastate switched access rates, and also to reduce all

remaining cost-based access rate elements to their underlying long run service incremental costs

In Re Petition of Soulh Central 8eII Telephone Company lo Restructure its Form ofRegulalio/1, etc., Docket
Nos. 24499, 24472, 24030, 24865, Report and Order, September, Ala. P.S.C. (1995) Ar par. 9.03

111 Re Proposed Revisions lo the Price Regulation and Local Competition Plan, Docket No. 28590, Order
Approving Alabama Telecommunications Regulation Plan, December, Ala. P.S.C. (2004) at Appendix A, page
9. section 7.C

In Re Modification 0/'lntrastale Access Charges,Case No. 00- l 27-TP-CO1, Opinion and Order, (2001 WL
283031) at par. 2, citingIn The Maurer of the Commission 's Investigation Relative to Establishment oflnfraslale
Access Charges,Case No. 83-464-TP-COI. Subfile C (Mary 21, 1982 and March 12, 1987)

In the Matter o/the Establishment Q/.Carrier-fo-
Ohio P.U.C.(2007), at par. 29, p. 18

Carrier Ru/es, Case No. 064344-TP-0RD, Entry on Rehearing

Id
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oAk EXHIBIT F

plus a reasonable allocation of shared and common costs." Illinois intrastate switched access

rates appear to be at or below interstate rates based on tariff filings

The mid-size carriers are under rate-of-return regulation and generally try to mirror interstate

rates. Proposed changes to the small independent companies' switched access rates arc subject

to the ICC's jurisdiction upon carrier complaint. CLECs are not subject to a mirroring

requirement, their switched access rates are subject, however, to a statutory "just and reasonable

standard

Massachusetts: The Massachusetts Department of Telecommunications and Energy established

intrastate mirroring of interstate switched access rates in 2002, while also allowing for retail rate

rebalancing: "Currently, intrastate switched access charges are higher than interstate switched

access charges. This creates a situation where it could cost more for Massachusetts customers to

make a call across the state than it does to make a call across the country. The Department

concludes that this is inefficient, .. [T]herefore, intrastate switched access charges will be

lowered to the more cost-based interstate levels."" Kr noting that the access revenues should be

made up by retail rate increases,. the Department also stated that "experience has shown that such

rate-rebalancing enhances efficiency without negatively impacting universal service

In an order issued June 22, 2009, the Department of Telecommunications and Cable directed that

all CLEC intrastate switched access rates be established at or below Verizon's intrastate

switched access rates, which, in turn, are required to be set at the levels of Verizon's intrastate

switched access rates. The Department required that CLEC rates would be capped at Verizon's

rate effective one year from the date of its Order

Kentucky: In 1995, the Kentucky Commission approved a price regulation plan for BellSouth

that required BellSouth to implement switched access rates that mirrored analogous interstate

access rate elements The Commission later stated that its earlier Order "clearly and

Illinois Commerce Commission, On Its Own Motion vs. Illinois Bell Telephone Company et al, Investigation Into
Non-Cos! 8ased Access Charge Rate Elements in iN Intrastate Access Charges oflncumbem Local Exchange
Carriers in Illinois, etc., 97-0601, 97-0602 and 97-0516 (March 29, 2000), at 46 through 50

Investigation by the Department Qf Teleco/nmunicalions and Energv on ill Own Motion into the Appropriate
Regulalorv Plan lo Succeed Price Cap Regulation/br Verizon New England, Inc. etc., 2002 MasS. PUC Lexis 10

at 36(May 8, 2bo2),

Id

Petition of Verizon New England Inc., et altar Investigation under Chapter 159, Section 14 of the Int/'astate
Access Rates of Competitive Local Exchange Carriers,D.T.C. 07-9, Final Order, released June 22, 2009

Application of BeIISouth Telecommunication, Inc., cL'h/a South Centro] Bell TelephoneCompany to Mode}§/ Its
Method ofRegulafion, Case No. 94-121 (1995), Order; 1995 WL 135116 Ky. 1628 (1999), 1999 WL 135116
(Neb. P .S.C.), at 7. The Commission initially exempted the PICC and T1C for originating access and capped
terminating rates at the levels of originating rates. The Commission also gave guidelines for residential and
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oAk EXHIBIT F

unequivocally required mirroring of interstate access rates as the FCC changed access rates," and

required mirroring rates to be effective no later than 30 days after the FCC changed interstate

rates." The Commission in later years approved further access reductions for BellSouth and

Cincinnati Bell, citing public interest benefits associated with removing economically inefficient

subsidies

In July 2006, statutory revisions effectively changed this regulatory scheme. Current statutory

provisions permit telephone utilities the option to elect a price regulation plan as described

within the statute." Under price regulation, an electing utility's rates for intrastate switched

access service "shall not exceed its rates for this service that were in effect on the day prior to the

date the utility tiled. its notice of election.""` Accordingly, Kentucky's switched access rates are

capped and no longer need to mirror interstate rates. AT&T-KY tiled notice of its price

regulation plan election on July 12, 2006

Oregon: In 2001, the Commission approved a Qwest rate rebalancing plan that provided

substantial access reform. The Commission required Qwest to reduce switched access rates by

decreasing the local switching rate and eliminating the carrier common line charge, a move

calculated to "bring Qwest's intrastate switched access rates closer to its currently lower

interstate switched access rates an equitable development with respect to consumers

Tennessee' BellSouth Telecommunications Inc. ("Be11South") agreed to reduce intrastate

switched access charges to achieve parity between intrastate and interstate switched access rates

that existed as of August 1, 1995 under agreement with certain interexchange carriers operating

in Tennessee. This agreement was never filed with nor approved by the Tennessee Regulatory

Authority ("TRA"). On January 31, 1997, BellSouth filed with the TRA a tariff to implement

the first step of these reductions. The TRA initiated a docket to consider this tariff tiling," and

issued an Order approving Be11South's tariff as tiled." The TRA also approved all subsequent

tariff filings made to reduce rates under the agreement with IXCs

business rate rebalancing initiatives. Id at 5

Telecomm, Inc. '.§' Application lo Restructure Rates, CaseNo. 97-074, Neb. P.S.C. ( 1997). See also, Tariff Filing
of BellSouth Telecommunications, Inc. to Mirror Interstate Rates, Case No. 98-065 (1999)

See, e. g., Review ofBellSouth Telecomm, Inc. '9 Price Regulation P/an, Case No. 99-434 Ky. P.S.C. (2000). at 5

Ky. Rev. Stat. 278.543

Id at 278.543(4)

Re.' Qwest C0 yp0rafi0n. UT 125. Phase IL Order No. 01-810. 2 la P.U.R. 4"' 78 (2001)

In Re: TarufFiI]ing by BellSouth Telecommunications. Inc. to Reduce Intrastate Access Charges. DocketNo
9700185. Ten. R.A. (1997)

Id The TRA's Order also required "the long distance companies certified to provide service within Tennessee to
file tariffs as described in (TRA) Rule 1220-4-.55(2)(d). That rule requires the long distance companies to flow
through this access reduction to ratepayers in the form of lower long distance rates
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West Virginia: By Order of the Commission in March of 2007 approving Verizon's Market
Transition Plan ("MTP"), Verizon will eliminate the carrier common line charge from its
intrastate switched access rates and mirror interstate traffic-sensitive switched access rates over a
phase-in period through year-end 2010. Verizon will be granted pricing flexibility for basic local
exchange services commensurate with the revenue reductions attributable to switched access
decreases. At the conclusion of the phase-in period, all Verizon intrastate switched access rates
are expected to mirror interstate rates." A recent ALJ Recommended Decision, if adopted by
the Commission, will require CLECs to mirror Verizon's intrastate rate by year-end 2010 as

States that by Tariff Establish Intrastate Access Rates Near Paritv with Interstate Rates

LECs in fro states have established by tariff intrastate switched access rates that are virtually at
parity with corresponding interstate rates

Mississippi: The BellSouth (AT&T) terminating intrastate access charges "are currently at

parity with the FCC interstate rates and will be adjusted annually subject to a cap at parity

The intrastate rates in total for a two-ended call arc marginally higher than interstate rates

($0.0()95 intrastate vs. $00088 interstate). The commission first ordered BellSouth to mirror

intrastate and interstate switched access rates as part of a 1995 price regulation docket. The

mirroring requirement remained in place as part of the 2002 price regulation proceeding and

again following the 2006 deregulation proceeding. BellSouth (AT&T) is the only LEC currently

required to mirror intrastate and interstate switched access rates

North Carolina: The current BellSouth per-minute, two-ended intrastate access rate is almost

identical to interstate rates at $0.0092, compared with an interstate rate of 300088

Nevada Requires That Intrastate Switched Access Rates Be Consistent With Federal Law

The rates, terns and conditions for switched and special access services are currently regulated

in Nevada and must be consistent with federal law.'"' Coniers may reduce switched access

Pefifionfor Approval of Joint Stipulation and Agreement fOr Settlement Ana' Joint Petition for Expedited
Approval of Joint Stzpulationfor a Market Transition Plan./Or Verizon West Virginia Inc., Case No. 06-1935
T-PC., W.V.P.S.C. (2007)

Petition of Verizon West Virginia Inc. et ale., Case No. 08-0656-T~GI (March 4, 2009)

BellSouth Telecommunications, Inc, Mississippi, Access Services Tariff, effective January 1, 2008

See generally, BellSouth Access Services Tariff. sec. E.6, for Mississippi, North Carolina, Alabama, South
Carolina and Florida

Nevada Revised Statutes 704.68873
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charges to parity with the associated interstate switched access rates without a rate proceeding

The Public Utilities Commission of Nevada may deregulate switched access services provided

by a competitive supplier (AT&T Nevada is one) upon its own motion or acting upon a carrier

petition

Nevada Revised Statutes 704.68879
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